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Basic Standard Costs
By Eric A. Camman
This book has met with instant favor and is in demand. The text is clear, comprehen
sive and authoritative. Every accountant whether engaged chiefly in cost accounting
or otherwise will find it helpful. All executives will find in it much that will be of
assistance in solving the problems before them.

The author is well known by students of cost accounting and his experience covers an
extraordinarily wide range of industry.
The volume consists of 249 pages, 6" x 9", and contains important graphic illustra
tions of the application of the principles of standard costs in various industries. The
book is bound in the familiar style of the American Institute Publishing Company
and the price is $3.50 delivered in the United States.
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Greater SECURITY for Today
and PROMOTION for Tomorrow
The question of security of position for today and promotion for tomorrow is of vital
importance to most men because of the employment situation and the strong competition
in the business field. It is as important to the man with little or no training as it is to
the man with training.

For the Man with Little Training

For the Man with Training

To the man with little training who is afraid of losing
his job, the very fact that he is taking specialized
training is like job insurance. Employers appreciate
the value of a man who is training himself, because
such a man makes himself more valuable the further
he gets into the training. Therefore, training at this
time is not only like job insurance, but may lead to
increased earnings as soon as conditions improve.

As for the man with training, his individual position
is not so sure today that he can afford to drift or
stand still. He should also further train himself,
because too many men today are employing every
opportunity to advance themselves to higher posi
tions. Here again, advanced specialized training is
like job insurance.

PROMOTION FOR TOMORROW
We know that conditions are going to get better, and we know that then additional men are going to be
taken on and that more men are going to be advanced to higher positions. Those taken on or advanced
will be the ones who have proved that they have the right stuff in them, and who have had training that
will make them of greater value to business. this is just good, ordinary common sense, and the man
WHO does not realize this and does not take advantage of opportunities for training may find
HIMSELF IN A MUCH WORSE POSITION WHEN NORMAL CONDITIONS RETURN, BECAUSE HE MAY BE IN COMPETI
TION WITH A LARGER NUMBER OF TRAINED MEN.

ARE YOU READY?

Proof of Value of Walton Training

Are you ready for the New Year—1933? Remember The value of training in accountancy is admitted by
this new year ushers in more than 365 days ... it all. Our book, “The Walton Way to a Better Day ”
introduces opportunity. It is truly a rich inheritance contains descriptions of all Walton Courses and proof
. . . 365 days in which to build for greater success. of the value of Walton Training in the stories of in
Your use of that time is as important as your use of creased earnings and advancements from thousands
any heritage. Will you throw it away or invest it of Walton students. Further proof is offered in the
properly? Your progress towards a better position, unrivaled Walton record. Nearly 1200 Walton stu
higher pay, a real success in life, is largely a question dents have passed C. P. A., C. A., or American
of being ready to take advantage of opportunity
Institute examinations. Walton students have won
when it comes. You cannot escape the fact that the
22 honor medals in Illinois C. P. A. examinations.
man who is trained to offer more than the others is For nine successive years Walton-trained students
the one who will be invited to associate with the won special distinction in the American Institute
successful.
examinations, open to graduates of all schools.
Use the Coupon and let “ The Walton Way to a Better Day” prove how
to secure Greater Security for Today and Promotion for Tomorrow

WALTON COURSES
CONSTRUCTIVE ACCOUNTING
« »
ADVANCED ACCOUNTING AND AUDITING
COST ACCOUNTING
« »
BUSINESS LAW
« »
FEDERAL INCOME TAX ACCOUNTING
MATHEMATICS OF ACCOUNTING AND FINANCE
« »
C. P. A. COACHING

Day and Evening Classes and Home Study Instruction

Walton School
—— of
Commerce —

Building

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 331-341 McCormick Building, Chicago, Illinois
Without obligation on my part, please send me a copy of “The Walton Way to a Better Day," and suggestions as to what you can
do to help me advance in the business world.

Name......................................................................................................................
. □ Home Study Instruction

□ Resident Day Classes
Occupation

□ Resident Evening Classes

Age
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DUTIES OF THE
Prepare for the Spring, 1933

SENIOR ACCOUNTANT

C. P. A. AND AMERICAN
INSTITUTE EXAMINATIONS
at the

Following the enormous success of Thornton and Rey

nolds’ "Duties of the Junior Accountant” a second vol
ume has been written by F. W. Thornton and is now

published for the American Institute of Accountants.
It has now been the good fortune of the American
Institute Publishing Co., Inc., to induce Mr. Thornton

to prepare another text on the closely related subject:
“Duties of the Senior Accountant.” There have been
numberless requests for a book of this kind which can
be carried about without being burdensome and at

the same time can convey to the senior accountant ad

Co-operative Training Course
The CO-OPERATIVE TRAINING COURSE was
offered for the first time in June, 1922, in re
sponse to a long and insistent demand of those who
recognized the need of a review in preparation for
C. P. A. examinations which would be organized
scientifically and conducted by experts of established
reputation and skill. The unusual success which at
tended the first course and which has been since
generally maintained by succeeding groups of candi
dates has served to confirm the utility and desirability
of the CO-OPERATIVE TRAINING COURSE.
From the outset, the CO-OPERATIVE TRAINING
COURSE has attracted only the best type of candi
dates, many of whom have had long and varied ex
perience in the practical field. Testimonials from
former members of the classes are on file and con
crete evidence that the course fully covers the re
quirements may be seen by those who wish to
investigate before enrolling.
The course in preparation for the April examina
tions will begin on Saturday, January 21, 1933 and
will close on Wednesday, April 19, 1933.

If interested write for announcement addressing the

CO-OPERATIVE TRAINING COURSE
150 Nassau Street, New York City
or telephone Beekman 3-7737

vice upon many of the points which will arise in the
course of his work in the field and in the office.
The present book is as brief as it could possibly be
made. The author felt, no doubt, that in a book of this

NOTICE

kind there was no room for unnecessary verbiage. He
felt that it was his pleasure and duty to tell in a very

few words his opinion of what should be done. Those

We are in need of additional
copies of the

who are familiar with Mr. Thornton’s style will remem
ber that he does not waste words. Here is a brief,
clear and most interesting series of lectures on what

the senior accountant in these modern days should do.

103 pages, cloth bound, pocket size, $1.25 de
livered in the United States.

AMERICAN INSTITUTE PUBLISHING CO., INC.

August, 1932
Journal of
Accountancy
American Institute Publishing Co., Inc.
135 Cedar Street
New York

135 Cedar Street, New York
When writing to advertisers kindly mention The Journal of Accountancy
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Duties of the
Junior Accountant
NEW AND
COMPLETELY REVISED EDITION

A

by Alfred B. Cipriani
The American Institute Publishing Co., Inc., an
nounces the forthcoming publication of an entirely
new edition of this well known manual for mem
bers of accountants’ staffs.

The new edition does not follow in detail the orig
inal text by Reynolds and Thornton. The whole
matter has been entirely rewritten, and a great
many important additions have been made. The
contents now include comprehensive directions for
handling the problems which arise in the ordinary
audit. The book will consist of approximately
200 pages 63/4" x 4½". Cloth bound.
PRICE DELIVERED IN THE
UNITED STATES OF AMERICA

$1.50
Publication Date, January 15, 1933

American Institute Publishing Co., Inc.
135 Cedar Street, New York
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Revised Edition!

New - Revised - Complete
A New FREE Booklet (just off the press)
lists and describes

1000 DIFFERENT
I
Pathfinder
Standard Forms & Systems
MORE THAN

Third Edition — September,1928
Second Printing — May, 1930

Newlove’s
C.P.A.Accounting
Theory, Auditing and Problems
A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.....................
Florida..........................
Illinois...........................
Indiana.........................
Massachusetts.............
Michigan......................
Missouri.......................

39
26
42
25
20
23
26

This booklet also outlines a few of the unusual types of service
and cooperation that are available to the practising accountant,
including a wealth of accounting data for dozens of specific lines
of business . . . The use of these nationally recognized forms and
systems opens the door to an increased clientele. Through their
use it is now possible to install up-to-date accounting systems for
many lines of business, at a cost within the reach of the smallest
firm . . . This booklet should be in the brief case of every public
accountant for constant reference. If you are not thoroughly fa
miliar with the nature and extent of Pathfinder products and
service features, write for a copy of this new booklet today.
Although it is mailed without charge, you will find it

INTERESTING, VALUABLE and
AN EXCELLENT REFERENCE

Charles R. Hadley Company
General Offices: Los Angeles, California
Seattle
Portland

San Francisco
New York

Detroit

pathfinders

IN

LOOSELEAF

systems

New Jersey.................... 16
New York..................... 60
Ohio............................... 24
Pennsylvania................ 31
Washington.................. 33
Wisconsin...................... 18
Other States....................572

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV solves problems in Volume III.
Time allowances are given so problems may be
solved under C. P. A. conditions.

A Golden Opportunity
This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

FREE EXAMINATION COUPON
THE WHITE PRESS COMPANY, INC.
Departmental Bank Bldg., Washington, D. C.

You may send me on 5 days' approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.
Signed..............................................
Street...............................................

TO CANDIDATES
for the next

C.P.A. EXAMINATIONS
“Organized Preparation” is the keynote of our
resident coaching course. It provides an estab
lished, organized means of preparing yourself
for the examinations, teaching you how to
attack a problem, arrange your worksheets,
and how best to present your paper to the
examiners.
To that group of candidates who have lost
touch with their studies, our series of lectures
affords an excellent opportunity to acquire a
thorough knowledge of the formal, academic
principles required, and familiarizes them with
examination-room procedure.
The next course starts on February 7, 1933.
Another course starts February 20, 1933, both at
the Engineering Auditorium, 25-33 West 39th Street.

C.P.A. EXAMINATIONS REVIEW
202 West 40th Street, New York
Telephone: Penn. 6-7834

onducted by
HENRY L. SEIDMAN, B.C.S., LL.B., C.P.A.

C

City..................................................................................................
(Sent on approval only in U. S. and Canada)
Write for Illustrative Circular
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Prepare for the May or November Examinations
With the help of
A THOROUGHLY TESTED

C. P. A. Coaching Course
As a result of years of experience in home study and resident C.P.A. Coaching
conducted by
W. B. CASTENHOLZ, A.M., C.P.A.

LaSalle Extension University offers a special C.P.A. Coaching Course by
correspondence which has proven highly successful in preparing candidates
successfully for C.P.A., C.A., and C.G.A. examinations.
The course includes 80 carefully selected State C.P.A. and American Institute
problems. These problems cover representative questions on the accounting
subjects most generally presented in such examinations. In addition there is
offered a complete review of:
THEORY OF ACCOUNTS
BUSINESS LAW
AUDITING PROCEDURE
COST ACCOUNTING PROCEDURE
ACCOUNTING SYSTEMS
INCOME TAX PROCEDURE

as well as selected actual problems — a total of 82 lessons.
Copious explanatory notes and time limit directions go with the 80 C.P.A.
Problems. The other work consists of complete text material with loose-leaf
assignments.

Model solutions with further explanatory notes are sent the student with his
graded and returned papers.
All papers are graded by a special group of Certified Public Accountants who
give full time to LaSalle Extension University. These men hold their degrees
by examination.

For detailed information, write Dept. 1479-H

LaSalle Extension University
Chicago, Illinois
When writing to advertisers kindly mention The Journal of Accountancy
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LOOKING FORWARD TO EXAMINATION

EXAMINATION QUESTIONS
1927-1931

(Inclusive )

Examinations conducted by the American Institute of Accountants and by state
boards of accountancy are of vital interest to hundreds of potential candidates. Every
man expecting to take an examination wants to know the nature of the test to which
he will be subjected.
No two examinations are alike in detail, but the manner of presentation of funda
mental subject matter must be similar in all papers. Therefore the best way to prepare
for future examinations is to review those of the past.
The latest edition of questions of the Institute and the thirty-seven cooperating
boards from May, 1927, to November, 1931, inclusive, is issued by authority of the
board of examiners of the Institute.
The volume is cloth bound, consists of 265 pages and contains a comprehensive
index. The price is $2.00 delivered in the United States.

and

UNOFFICIAL ANSWERS
TO THE EXAMINATION QUESTIONS OF THE AMERICAN
INSTITUTE OF ACCOUNTANTS
By H. A. Finney, H. P. Baumann and Spencer Gordon
For many years there has been insistent request for the publication of official
answers to the Institute’s questions, but it has been and remains a fundamental
principle of the Institute’s board of examiners that no official answers shall be
made known.
The present volume does not contain official answers, but rather the expression of
the well weighed opinion of excellent authorities as to what constitutes a compre
hensive answer to each of the questions asked during the five-year period ended in
November, 1931. It seems fairly safe to assume that any candidate who offered
answers equal to those which appear in this book would pass with high honors.
The book does not contain the problems and questions themselves but merely
solutions and answers. By this plan of separation the volume of questions and the
volume of answers can be used independently for class-room and other purposes and
the work of instructors will be simplified and rendered more effective.
The volume of answers is cloth bound, consists of 420 pages and the price is $3.00
delivered in the United States.

Both volumes are published for the American Institute of Accountants

by-----------------------------------

AMERICAN INSTITUTE PUBLISHING COMPANY, INC.
135 CEDAR STREET, NEW YORK
When writing to advertisers kindly mention The Journal
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To those who
plan to take
the next C.P.A. examination
Particularly noteworthy
features of the training are:
N addition to its regular
Course, the Interna
tional Accountants Society,
Inc., offers a special Coach
ing Course for Accountants
who are planning to take the
C. P. A. Examination.

I

This Course will be sup
plied only to those who are
already competent account
ants, as no attempt is made
to teach general accounting
in this course. The instruc
tion is pointed directly at
the C. P. A. Examination.

Something more than a
knowledge of accounting is
necessary to insure success
in the examination room.

Solving examination prob
lems is vastly different from
the usual work of making

audits, installing systems, or
conducting investigations.
Many men with little or no
practical experience can
solve C. P. A. problems
readily — many others with
years of experience flounder
pitifully in the examination
room. WHY? The candidate
is required to work at top
speed. He must work with
limited information. He has
to construct definitions.
Very often it is necessary
for him to use unusual
working sheets.
The C. P. A. Coaching
Course given by the Inter
national Accountants So
ciety, Inc., prepares you to
meet such conditions. The
fee is $42, and the text
consists of twenty lessons.

100 problems in Practical Accounting
with solutions and comments
100 questions and answers in Account
ing Law
100 questions and answers in Auditing
100 questions and answers in Theory
of Accounts

Elaborate explanations and comments
that include, in addition to the finished
statements or solutions, such items as
suggestions for ‘‘Notes to the Examiner,”
working sheets, side calculations, use of
proper terminology, and discussions of
authoritative opinions.
Problems and questions (1) actually
used in a C. P. A. or an A. I. A. examina
tion, or (2) specially prepared to train
the candidate in handling certain points
likely to be encountered in the examination.
Personal correction, criticism, and grad
ing of every examination paper by a
Certified Public Accountant who has him
self passed the C. P. A. examination.
There are sixteen such Certified Public
Accountants on the Active Faculty of the
International Accountants Society, Inc.

BOOKLET, "How to Prepare for the C. P. A. Examination,” is available for those
A
who are interested. For a free copy, just write your name and address below and mail.

International Accountants Society, Inc.
A Division of the ALEXANDER HAMILTON INSTITUTE
To the International Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.
Send me the special booklet, “How to Prepare for the C. P. A. Examination,"
which describes your special Coaching Course for Accountants.

Name____ Company....__ ______ __________________________

Address_____________________ ___ ________ _____________________________
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Accounts Receivable
These folders show
new developments
that lower costs

1

Illustrates a method of posting ledger, with
typewritten description, and distributing to
columnar journal or continuous tape in one
operation. Several related records written at
the same time if desired.

Describes how speed is increased by reduction
posting statement,
New simplicity in
posting.

of manual operations in
2 ledger
and proof journal.

A descriptive, itemized statement and skeleton
both originals made in one operation.
3 ledger,
The "Unit” plan of posting Accounts Receivable
Statement, ledger and proof journal
4 records.
posted. in one operation—all with complete

typewritten description.

How greater production is obtained from fully

operation is described in this folder
5 automatic
on posting ledger, statement and proof journal

—all originals—in one operation.

Prompt information on the. condition and rev

value of every account is given by this plan
6 enue
of posting ledger, statement and proof journal

in one operation.

MAIL THIS COUPON
BURROUGHS ADDING MACHINE CO.
6401 Second Boulevard, Detroit, Michigan
Please send me, without charge or obliga
tion, folders numbered
I am interested also in other folders on the
subjects checked below.
□ Payroll
□ Figure Distribution
□ Stores Records □ Accounts Payable
□ Billing
□ General Accounting

Name_________________________________
Address_______________________________

Accountants everywhere are interested in
these folders that show how accounting
expenses of their clients can be reduced
under present-day conditions.

You will probably want several or all of
these folders on Accounts Receivable and
other subjects. They describe how business
can take advantage of the new machines and
new features which Burroughs has recently
developed to help cut accounting costs and,
at the same time, to bring greater speed and
thoroughness to every phase of accounting.

You can obtain the folders shown—or
similar folders on other accounting
subjects—by telephoning the local Bur
roughs office, or by mailing the coupon.

Burroughs

When writing to advertisers kindly mention The Journal

of

Accountancy

The Journal ofAccountancy
Official Organ of the American Institute of Accountants
A. P. Richardson, Editor
[Opinions expressed in The Journal of Accountancy are not necessarily en
dorsed by the publishers nor by the American Institute of Accountants. Articles are
chosen for their general interest, but beliefs and conclusions are often merely those of
individual authors.]

Vol. 55

January, 1933

No. 1

EDITORIAL
The Institute of Chartered Accountants
in England and Wales has recently made
rather important changes in the syllabus
for its intermediate and final examinations. It is inevitable that
changes must be made from time to time to meet the changes in
business, finance and general conditions. Whenever there are
alterations of a substantial nature they seem to be the signal for
suggestions of yet other changes, and one of these which recently
appeared in The Accountant, London, is worthy of careful con
sideration by everyone who has to do with the examination of
candidates for admission to the profession of accountancy. The
Accountant says:

The Merits of Oral
Examinations

“We also wish again to express our hope that it may be ultimately found
possible to include in the final examination some kind of oral test. There are,
no doubt, practical difficulties associated with this suggestion, but the subject
is of so great importance that we think that only an overwhelming negative
argument ought to be allowed to deprive the profession of the undoubted bene
fit which would flow from a viva-voce examination. The universities have
found it possible to submit final-degree candidates to this test, and all practical
teachers acknowledge its value. Accountancy, almost above all the profes
sions, demands the application of the personal factor in its daily practice, and it
is obvious that mere acquaintance with text-books does not of itself give a man
that command of himself and of his own powers which is so necessary a factor
in the success of after life. We are of opinion that no examination conducted
entirely in writing can give the possessor of these qualities the opportunity of
examination success which is his due; we go further and say that there is some
danger that good written work may be produced by candidates who would fare
ill at an interview with an experienced committee. One of the necessary in
gredients in the make-up of the modern accountant is a certain “open-eyed”
quality, which enables him to turn to good account in one situation the experi-

1
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ence he has gained in another. Every articled clerk should be encouraged to
the utmost extent to cultivate this quality, but we are unable to say that the
present type of examination gives him much encouragement; an oral examina
tion would be, for the examiners, an admirable opportunity to ascertain whether
a candidate was possessed both of the width and depth of practical experience
and observation such as really to qualify him for the professional distinction
which membership of the Institute implies.”

The American Institute of Accountants
agrees with this theory to some extent,
and in time to come it seems probable
that an increasing amount of attention will be directed to the
oral examination. In the American consular service the ex
amination is divided into two parts, and the man who passes
a perfect examination in the written tests may fail entirely in
the oral. It is impossible to form anything like a fair con
ception of a man’s general ability by the answers which he may
make to a set of questions in writing. Let the same man be
twenty minutes or half an hour before a competent board of ex
aminers, discussing matters perhaps not directly concerned with
his profession, and the examiners can form a good estimate of
what that man is capable of doing and how he will impress those
with whom he will come in contact. A consul, of course, must be a
man who has not only savoir faire but also savoir vivre. He must
know not only what to do but how to behave—and that can be
demonstrated only in oral examination. It has been said a good
many times that while the oral test is desirable and indicative of
true ability, the difficulties in a country like America would be
almost insurmountable. We do not agree with this contention.
The candidates who come up for written examination are before a
board of examiners, and there is no reason at all why there should
not be, if necessary, another day or two devoted to an oral ex
amination of each one of them. Even in New York, where eight
or nine hundred candidates are examined, it would be possible to
give each one a period of oral examination. By this means some
who would not reflect credit upon their profession could be re
jected. Any one with a fair degree of mentality can, in process of
time, have a pretty good chance of passing a written examination;
but the man who has not the professional spirit, the sense of right
and wrong, the appreciation of the fine distinctions which are
usually attributed to a gentleman—such a man can never pass an
oral examination conducted by men who understand the require
ments. There is no justification for complaint if a man who acts
2

The Plan Is
Practicable

Editorial

badly is barred from practice. The welfare of the profession calls
for the utmost selectivity in examination. When the examiners
do not even know the identity of the examinee, they can not be
expected to render as fair a decision as they should. The more
the matter is considered, the more the welfare of accountancy is
borne in mind, the more the surmountability of the difficulties
is recognized, the nearer we come to the conclusion that no
examination without an oral section can be complete. We
should welcome it in every state and in the Institute examina
tions.
One of the outcomes of the recent finan

Bargain Hunters Abroad
in the Landcial conditions is an almost universal

tendency to seek lower prices. If one
has to buy a pound of oatmeal or a railway system the same spirit
of bargain hunting prevails. This, of course, is natural enough,
but there is a danger concomitant. The old axiomatic theory
that one gets about what he pays for is borne out in the experience
of today. It is true that prices of nearly everything have been
reduced to a point at which there can be no profit, and many
articles of merchandise and other subjects of purchase and sale
are suffering in quality. The manufacturer of wheelbarrows is
not going to devote his utmost efforts to the production of the
best wheelbarrow in the world when he is compelled to sell his
product at a price which can not repay the cost of making. If he
be the most honest man he will construct a wheelbarrow that meets
the specifications in every way, but he will have no inducement to
introduce additional elements of strength in his wheelbarrows
when he can do so only at the cost of an increased loss. This is a
serious matter and has not been sufficiently considered. Finan
cial disaster affects not only the people who lose but it affects
everything that they do. The consequence is that we shall be
having, if we have not already, vast amounts of manufactured
goods which are not what they should be. We are buying things
cheaper than we have ever bought them before, but there is a
strong probability that the cheapness carries over into the quality
as well. This is a matter of broad economic doctrine and is not
the topic of the present discussion, but there is another aspect
of the bargain hunting which has an important bearing upon the
practice of all the professions, perhaps on accountancy more than
any other except engineering.
3
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An Illustration of the
Present Tendency

The matter can be best expressed by
illustration. The following is a para
graph from a letter received by a well

known accountant:
“Some of our directors have been scrutinizing the cost of audit and feel that
it has been rather high. We have quotations this year from several other
firms which are on a considerably lower basis. Of course, I do not know on
what they base their estimates or what their services would be, but I wonder
if it would not be possible to you to give us some sort of estimate as to what
the cost would be this year?”

We are not at the moment concerned with the moral obliquity of
the firms which are reported to have made offers. It may be
assumed that these are firms which are not recognized in the pro
fession, because it is inconceivable that any reputable firm would
submit quotations for an audit which was being done by a fellow
accountant. The point that is of present interest is the request
for a reduction of the cost of audit. In reply to the client’s letter
which has been quoted the accountant wrote in part as follows:
“Of course, at a time like this I can quite understand and sympathize with
the effort to reduce all expenses to the minimum. It is unfortunate, however,
that in these matters the cost of the work is apt to be regarded in comparison
with bids received. I do not need to argue that point with you, because I
feel sure that you would agree with me that bidding for professional work is
highly improper and against the interest of the clients themselves ... al
though they may not always realize it. I hesitate to mention a specific
amount for which this work can be done this year because even the same work
may vary under conditions which continually change. I have, however, gone
carefully over the records and I think it may be possible to reduce our charges
slightly without impairing the efficacy of the work. Some part of it, by mutual
agreement, may be eliminated, at least on the present occasion. You will
realize, of course, that this attempt to meet your wishes does not imply that
there has been any unreasonable charge in the past. We have made drastic
reductions in our overhead expenses including the salaries of everyone and we
are content, for the present, to conduct our practice without much regard to
profit. ”

The reply of the accountant in this case
is irreproachable. It is only reasonable
to expect that professional fees shall
follow to some extent the general trend of prices. Every fee
which is fairly computed is based largely upon the cost of rendered
services, and when salaries have been substantially reduced
it is, of course, proper that the fees reflect the saving thus ef
fected. Unfortunately, however, not all instances are so wisely
handled. Professional men of all sorts are suffering from a lack
of demand for their services and many of them have been driven
into a state of panic distress which is prompting them to altogether
4

The High Cost of
Low Fees

Editorial

excessive reductions. The client who demands too much reduc
tion of cost for any professional service is liable to suffer for it, and
this without any imputation of neglect on the part of the practi
tioner. The man who has to undergo a major operation may tell
his physician that he will not engage nurses to take care of him
during his early convalescence. The physician may be powerless
to insist that the proper care be provided. No one suffers in this
case except the patient. In very much the same way the client of
the accountant or of the lawyer or of the engineer who, in order to
effect so-called savings, dispenses with necessary factors will be
the one who ultimately pays for that false economy. Account
ants’ fees have never been excessive, except in certain rare cases
when an individual accountant or a firm has lost sight of the ele
ments of justice and fair-play. For the most part there has been
a reasonableness more noticeable in the case of accountancy than
in any other profession. It is well known that some lawyers are
conscienceless when it comes to the matter of fees. Physicians
and surgeons have at times displayed an avarice that is con
temptible. But the instances of grasping by accountants are not
common. Now, when there is a general readjustment of prices,
the accountant who has been equitable should not be expected to
cut his fees as men in other professions, where there has been
excess in the past, are cutting them. This is a very important
question to the whole profession, but in a sense it is even more
important to the business community which depends more and
more every year upon adequacy in the supervision of its accounts.
So long as the reprehensible practice of
calling for bids for professional services
continues to prevail in any part of the
United States there can be no apology required for returning to the
attack against that most deplorable misconception of professional
functions. It is generally admitted by the optimists that of late
years there has been a decline in the number of advertisements
calling for bids for accounting, engineering and other kinds of
professional assistance; but the improvement is not sufficiently
rapid or comprehensive to give one complete freedom from anxiety
for the future. The engineers, as most people know, have taken
a very definite stand against bidding for work which is advertised.
In some cases the persons who have called for bids have not re
ceived a bid of any kind from a member of any reputable society.
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The effect of this refusal to be debased has been eminently salu
tary. It is understood that architects have been subjected at
times to the ignominy of competition for professional work, but
they, like the engineers, are standing together in opposition to
every effort which would break down the standard of their calling.
The lawyers have been longer in the field and they have quite
effectively put an end to anything like public bidding for profes
sional work. In private there may be competition between mem
bers of the legal profession that would not be admitted openly;
but, speaking generally, it may be said that the legal profession
has kept itself out of the competitive arena. The accountants,
however, are either less fortunate or less cooperative. Hardly a
week goes by without tidings of bidding for accounting work.
Every accountant knows that bidding is injurious to his own
standing and that every time a bid is made, just so much more
encouragement is given to the whole contemptible practice of
bidding. We are not at the moment speaking of private bidding.
That is so utterly undesirable that it must sooner or later defeat
its own purpose. If two accounting firms are asked to submit
bids for an audit, each one of them must know that whatever
price may be quoted and whatever result may attend an offering
of that kind, something of the professional element will have
been taken away. There are people so anxious to obtain
work in every profession that they will do most unfortunate
things in order to earn or at least to receive a few more dollars.
There is no argument in favor of this sort of thing and it will
doubtless be abandoned in the course of time. There is not so
much of it now as there was once.

What we are primarily concerned with
at present is the public bidding. The
matter can not be better exemplified
than by a letter which appeared in the Bulletin of the American
Institute of Accountants of November 15,1932. In this letter the
accountant presented to authorities of a state university an argu
ment which is utterly unanswerable. Instead of dealing wholly
with the broad, ethical principle of the fallacy of bidding, the
writer went to the trouble of analyzing a specific case. He
pointed out that he was informed that a contract had been made
with some accountant to audit the books of a university for a flat
sum of $750. It was alleged that the time required to com
6
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plete the audit would be at least forty-five days for two men.
The expense involved amounted to an actual outlay of the follow
ing amounts: travel, $225.28; hotel room and meals, two men, 45
days, $450.00; laundry, etc., $25.00—making a total of $700.28
for expenses. The audit fee of $750.00 left an amount of $49.72
for the pay of the men, or a sum of 55¼ cents a day for each man.
The cost of overhead was said to be $2.10 a man a day. The net
loss on the engagement for two men, excluding the salaries actu
ally paid, was $129.27. The pay of the men was $775.80, making
a total loss of more than $900 on an engagement for which the fee
was $750. This shows conclusively that, without allowing for
any profit whatever, the bid, if a bid were offered, should have
been something over $1650. If a reasonable profit were added, it
might safely be claimed that the fee should be $2000.

It would be difficult to imagine more
telling testimony to the undesirability
of the whole scheme of bidding than is
presented in the case from which we have quoted. There are
men and organizations not apparently able to understand the
principles, the very morality concerned in this matter. They say
that accounting is a work to be done, and therefore it is perfectly
legitimate to engage the person or firm whose fee will be the least.
Perhaps it is useless to attempt to impress upon such clients the
vague, intangible nature of ethics, but even where there is no
ability to recognize moral requirements there is usually a keen
sense of the eloquence of figures. If an accountant undertakes to
do for $750 something that will cost him more than twice that
sum, it is scarcely reasonable to expect that his work will be all
that it should be. When he finds himself losing he will be a little
more than human if he is not adversely affected by the certainty
of loss. Of course, he will feel an obligation to render the service
which he has contracted to render; but the man who will consent
to take “a job” at quoted prices which he must know, if he is
competent, will produce a loss, will probably not be the type of
man who will be very greatly influenced by obligation of contract
or morals. And the client who gains by the low price really loses
in the long run—and we must confess that no great grief afflicts
us at the thought of a loss to such a client. It is also impossible
to feel any great sympathy with the accountant who in the mad
rush to obtain something to do buys his way into trouble. If only
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accountants could be induced to take the same sort of attitude as
that adopted by the engineers, this sort of thing would not happen.

If an accountant were animated by a
spirit so kindly that he could deny a
client nothing that could be asked, he
would perhaps be induced to “certify” a host of things and
theories which were never mentioned in the text-books nor in
the college curriculum of his educational years. Hard times make
strange sophists of some of us and we may expand our sense of
propriety to the far horizon. An accountant might even write a
letter to a maker of, let us say, vacuum cleaners, testifying to the
attractive and exhaustive powers of the implement. He might
say something like this.

Compelling Times,
Fair Sirs

“The vacuum cleaner is not only good for the purposes advertised; it goes
further. I have been able to use it in many ways not contemplated in its
conception. It has effected a saving in our typing department, for example,
because no one ever looks now for the lost powder-puff or the errant lip-stick.
Every member of the staff knows that what is gone to the floor is gone beyond
reclaim—vanished into the insatiable maw of your noble device. I have pur
chased several machines. In time I hope that you will perfect a silent motor
and then I shall discard the waste baskets and install a vacuum gatherer at
every desk. I certify that this letter expresses my true sentiments.”

But of course no accountant ever wrote anything half so absurd.
Even in these days there is no member of the profession who
could be beguiled into that pitfall. No? Or the same hypo
thetical accountant might be driven by the kindly spirit tp make
attestation of matters ordinarily beyond his range of knowledge
or vision. He might possibly be so impressed by the excellence
of the lawn-mowers made by his client that he would run around
to all the sources of supply and might obtain information, which
he would believe, that the steel in the knives of the mower, the
iron of the wheels, the ball-bearings, even the red paint with
which the finished article was bedaubed alluringly—all these
were of the best quality. Then, having done so much, our kindly
spirit might spur the acquiescent accountant to report the results
of his findings in a form resembling a certificate. But, of course,
nothing of that kind could ever be done in these modern days
of keen perception and strict professional etiquette. No? But
there is a persistent little imp who calls out to us from the in
coming mail: “Then, what do you make of these?” and he
shows his proofs of testimonials about vacuum cleaners and
lawnmowers and with them the names of the certifiers.
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By Frederick S. Fisher, Jr.

At the present moment there is a definite, articulate, movement
to control and regulate, either by statute or otherwise, the present
methods of auditing corporate statements. This much is clear.
But any such movement must, of course, be coordinated with
certain legal rules already worked out by the courts of this coun
try. The question is thus at once presented: ‘ ‘ Do there now exist
any legal rules governing accountancy? ” If the law, as developed
by the decided cases and other authorities, now presents a com
plete and adequate system of control, there is no need for a
required or uniform technique of accountancy. But if this is not
the case, one must then attempt to analyze precisely where the
control by the law is incomplete and precisely where it is necessary
to develop further principles and standards.
I

To understand fully the significance of any judicial case or
authority, as well as its bearing upon the subject of accountancy,
it is necessary in the first instance to consider the characteristics
and general technique of the two sciences. Only by grasping this
background, historical if you will, may one fully appreciate the
significance of the presently decided cases. It is only by compre
hending legal technique that one may intelligently consider the
assertion later to be made that there is in essence a presently
developed law of accounting.
The common law of England, which has been adopted in great
measure by the courts of this country, had its origin in the eleventh
or twelfth century. Since that time the number of judges and
the number of reported cases, the principles and rules of law de
veloped, and the complex interweaving of various social and
economic factors have resulted in a tremendous and overwhelming
body of law which, because of its very size, is slow and ponderous
in its movement and in its ability to reflect the contemporary and
almost daily changes of the society in which it acts.
The profession of accountancy, on the contrary, is of a more
recent origin. Perhaps the first accounts were the statements of
the Roman grain merchants and Greek bankers; perhaps the first
9
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development of clean accounting principles came into existence
with the Lombard loans floated by the Medici dynasty. In any
real sense of the word, however, it would seem that the account
ing, voyage by voyage, of the British East India Company is
a more accurate point at which to say that accountancy in the
modem sense originated. At all events, the science of accounting,
as well as the art, became an important and significant profession
not much more than a hundred or so years ago. Within the last
hundred years however, and especially within the last fifty years
in the United States, the profession of accounting has grown
enormously. The complexities of business, the rapid develop
ment of our large industries and the tremendous expansion of com
mercial activity throughout the world have made it obligatory to
develop a more or less uniform method whereby business condi
tions might with some degree of intelligence be reported.
When one considers these divergent developments of law and
accounting it is not surprising to see that the art of accountancy
has progressed much more rapidly and has been much more
sensitive to the needs and requirements of a particular generation
than has the law. One may say with some degree of accuracy
that the law is slower moving than is accounting. The principles
today developed by accountants will be adopted by the law to
morrow. However, during the past twenty or thirty years, there
has been decided a surprisingly large number of cases, which, for
the most part, take the more fundamental rules of accountancy
and crystallize them into rules of law. What formerly was a
matter of professional ethics now has become a matter of legal
obligation. In many large sections of accountancy there is no
longer room for debate between accountants as to proper methods
of procedure. Such debate has become academic and of theoreti
cal interest only. The law has adopted what has seemed to it
the sounder rule and has terminated the matter. When the files
have been closed by a decided case it then behooves the account
ant to put aside the debate, the alternative practices advocated
by various members of his profession, and to adhere solely to the
rule of law laid down by the courts.
When once the law has set forth its recognition of a particular
rule of accounting practice, a new process then comes into prac
tice. The lawyer will take the decided case, study it, analyze it
and develop certain secondary rules from it which he feels will also
be adopted by courts using the same technique, the same logic,
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the same assumptions which were used in the case first decided.
It would seem, therefore, that we have a curve in spiral form,
a curve which never closes but always expands. The accounting
profession views the needs of the day, the ethics that are practised
by the community, the ethics that should be practised by the
community, and, from a consideration of all the factors available
to it, decides that a certain procedure is proper. Certain of its
members, however, decide that in logic and good conscience the
rule should be otherwise. Sooner or later, depending upon the
magnitude of the point, on its importance to some property inter
est, a case is brought into the courts of law and argued. Account
ing experts are brought in to testify as expert witnesses; reason and
logic are brought to bear on the problem; social and economic re
quirements as well have their sway. After all these considerations
(depending on the astuteness and zeal of counsel) have been dis
cussed, the court then lays down its rule. The dissenters among
the accountants are then to a greater or lesser degree silenced on
this precise point. Perhaps the secondary rules developed may or
may not accord with sound accounting practices; whether or not
they do is often dependent on the ability of counsel to present a
proper and persuasive argument based on considerations of public
policy and business necessity. At all events a “ basing-point ”
has been developed, a line begun, and, for better or for worse, the
system of precedent-making and case-matching has been inaugu
rated anew.
II
Now, having considered what is meant by the phrase “The law
frequently adopts rules of accountancy and crystallizes them into
rules of law, ” it is necessary to analyze yet another factor—does
the law consider problems of accountancy from the point of view
that accountants employ? That this problem is not one of theo
retical interest only should be quite clear. An illustration may,
however, be in point.
In accord with modern business practice we may expect to see
and, in fact, do see, the stockholder and his interest playing the
most spectacular rô1e. If the stockholder has been given errone
ous or misleading information, such conduct is at once written
up in the daily press with great furor. There are, however,
various other interests which are equally significant if not more
vital to the commercial well-being of the community. In addition
11
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to the stockholder there are the banker, the trustee of an estate,
the various governmental agencies, such as insurance commission
ers, the lender of short-term credit (perhaps to be distinguished
from the lender of long-term credit) and many other interests,
either actually or potentially in conflict. The importance of this
consideration should be clear. One particular report, even
though “accurate,” may not begin to satisfy the inquiries of two
different interests. The lender of short-term credit has no interest
in the manner by which a company has accumulated its surplus—
so long as there are sufficient assets capable of being levied upon
he is well pleased. The purchaser of a long-term debt is, on the
other hand, vitally interested in whether his company’s surplus
has been “manufactured” by a reduction of stock or has in fact
been earned. Again, the bank examiner may have a strong need
to know whether or not there are outstanding any contingent
liabilities, while the trustee of an estate invested in the stock of
such a bank might have only a minor interest in such fact. Exam
ples may be multiplied to show that accounts adequate for the pro
tection of one interest may be wofully lacking as soon as another
interest becomes involved.
While up to the present there seems to have been no accurate
discussion of this precise point, it seems safe to say that the ac
countant considers the interests of his client in the first instance,
limited perhaps by certain outstanding principles of public repre
sentation, and then considers his job well done. It seems equally
safe to state that the law has been primarily interested in the point
of view of those persons who advance credit to the accounting
concern. The majority of cases that have been found to consider
points of accountancy have contemplated them from the point of
view of the money-lender. Has he lent money on the faith of an
erroneous certificate or other statement?
The rules of accounting laid down by the courts are, therefore,
for the most part biased or prejudiced rules. It seems fit to
consider what cognizance both lawyers and accountants should
take of this problem. While it may be the case that no “true”
picture can be presented of a contemporary enterprise, it may not
be fallacious to assert that two pictures, from two angles, will
give a more accurate and uncolored presentation than either alone.
Certain it must be that this problem can no longer be ignored by
either profession, when it is common knowledge that one set of
financial statements will reach the investor about to sell stock, the
12
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bondholder about to foreclose his mortgage and the banker about
to consider his loan. The question of legal liability, if the forego
ing analysis be correct, is only a short step forward. At least one
method of attack is, of course, immediately suggested, namely,
that of liability for a misrepresentation of fact made with knowl
edge and relied on to the plaintiff’s detriment.
In view of the foregoing discussion, two propositions are sub
mitted as being derived from the principles stated:
(1) All existing legal cases that consider problems of account
ing should be carefully analyzed and, where necessary, discounted
if it appear clear that too much stress has been laid on the position
and point of view of the creditor.
(2) The accounting profession should consider that the same
document will in all probability be used for comparatively oppo
site purposes and that these documents should therefore be
constructed with that contingency in mind. Where it is im
practicable to furnish several sets of accounts, careful and legible
notations should be made of any facts which may unduly color
the statement if read from one angle rather than another.
It is appropriate to consider next the rules of law applicable to
accountants and the rules of law applicable to accountancy.
The considerations to be watched for have been indicated, viz:
the slowness of the law and the probability that both professions
overemphasize particular interests.
III
In the law of accounting as elsewhere one should start with basic
principles of honorable conduct. For the sake of clarity an at
tempt has been made to reduce these principles to stated theorems
which will serve to center attention at the proper places.
1. The duty of an auditor is to convey information, not to arouse
inquiry.
This principle was laid down in 1895 by Lord Justice Lindley
when he delivered his opinion in the case of London and General
Bank (reported in [1895] 2 ch. 673). In speaking of the ways by
which an accountant could audit a statement with apparent hon
esty and yet succeed in concealing unfavorable probabilities
and financial conditions from his readers, his lordship observed
that
“ A person whose duty it is to convey information to others
does not discharge that duty by simply giving them so much
13
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information as is calculated to induce them, or some of them,
to ask for more. Information and means of information are
by no means equivalent terms. . . . The duty of an auditor
is to convey information, not to arouse inquiry, and although
an auditor might infer from an unusual statement that some
thing was seriously wrong, it by no means follows that ordi
nary people would have their suspicions aroused by a similar
statement.”
The sophisticated observer of the recent business practices might
be at a loss to reconcile them with this clear and forthright state
ment of professional standards. At all events, the statement
quoted above seems axiomatic and in need of no further elabora
tion. The circumstances to which it might with facility be ap
plied are, on the other hand, so numerous that any attempt to
illustrate must be beyond the limits of this discussion.
2. An account which states only facts may nevertheless be erro
neous, and therefore the basis for legal action, if it combines those facts
in a misleading way.
The leading case on this subject is so recent that a mere men
tion of its name should serve to recall its facts. In the case of
Rex v. Kylsant (decided by the court of criminal appeal in 1931)
it was held erroneous to state that a company had earned an
average income over a period of years when in fact the company
had earned tremendous profits during the boom years of the war
and had earned little if any profits thereafter. The court there
stated with convincing candor that “a document might be false
not only by reason of the facts actually stated in it, but also by the
implication which a reader would draw from it.” To be sure, the
basis of the decision was the authority of an old English statute;
this fact, however, only strengthens the conclusion that an
English court will be eager to seize upon such laxity and such
indifference and equally eager justly to punish it whenever it may
arise again. A very interesting critique of this case was published
in The Journal of Accountancy in January, 1932. It is inter
esting to note that the learned author of that comment considered
that “the very fact of resort to average is a red flag to the cau
tious.” It is safe to say that only the most sophisticated would
have so considered it in the halcyon days before 1929. Further
more the statement quoted assumes, without too much justifica
tion , that financial statements are only for the intelligently cautious.
3. An accountant may not certify as a fact true to his own knowl
edge that a financial statement is in accord with the books of account
where such a declaration is false.
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As Chief Judge Cardozo pointed out in Ultramares v. Touche
(255 N. Y. 170) an accountant is not allowed to be guilty of reck
less misstatement or of an insincere profession of an opinion.
While he may be relieved from any liability if he has been guilty
of an “honest blunder,” he is not necessarily “bound to be a de
tective or to approach his work with suspicion or with a foregone
conclusion that there is something wrong.” To quote the words
of Lopes, L. J., in the Kingston Cotton Mill case, decided in 1896,
([1896] 2 Ch. 279), “he is a watch dog but not a bloodhound.”
In short, an accountant’s work is more than that of a mere
bookkeeper.
While there are other ramifications of these principles, it is
submitted that a compliance with the spirit as well as with the
letter of the foregoing three principles would be sufficient to
keep an accountant free from any liability which might otherwise
arise from his acts. Perhaps it might be advisable to state one
further caution to the effect that a true observance of the second
principle above listed may be had only when the accountant bears
in mind the various points of view which may be brought to bear
upon his statements. What may be a clear and careful presenta
tion of the facts from one point of view may not necessarily be so
from another.
From these fundamental and basic principles governing the
acts of accountants, it is a short step to a consideration of the
rules of law laid down for the accounts themselves.

IV

The principles governing the actual setting forth of the financial
statements, at least so far as the law has considered them, are in
reality no more than a detailed development of the foregoing.
While one may glibly state that the accountant should strive to
set forth a true picture of the condition of the enterprise for which
he is accounting, that does not add to the discussion.
In the first place, one meets again the problem of the point of
view from which the statements will be considered. An example
may serve to clarify. It is uniformly stated that a bank is not
entitled to include as cash on hand money which it holds tem
porarily on bailment or on trust, purely for the purpose of making
a good showing as to current assets. As was pointed out in
U. S. v. Peters (87 Fed. 984), one can not have “cash on hand”
if there be an agreement to return the money at a later date.
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Suppose, however, the transaction were such that a court would
leave the parties in the position in which it found them. Would
the fact that a suit could not lie be sufficient to allow an account
ant to include such funds as cash on hand? In a case as clear as
this the commercial probability that the accounting enterprise will
refuse to return the borrowed funds is practically zero. There
fore one may say that the accountant can not rely on the legal re
lations between the parties, and in fact the law itself recognizes
the part played by this factor of commercial probability.
It is a task beyond the endeavor of this article to consider all,
or even a large proportion of the decided cases on accounting.
An attempt has been made merely to indicate a few salient cases
or lines of authority which illustrate the several propositions sub
mitted ; for a more thorough collection of cases, the reader is re
ferred elsewhere. [An article by Messrs. Berle and Fisher in
Columbia Law Review, 1932, page 576, presents many legal cases
which support the theorems here advanced.—Editor, J. A.]
1. Financial Statements must clearly indicate the quality of the
items included.
Perhaps the most striking examples of quality occur in con
tingent items and capitalized expenses. As to the first, a bank
examiner may be vitally interested in the amount of notes on
which an accounting bank is guarantor; the lender of funds for
thirty days to an industrial organization may have comparatively
little interest in any contingent liability of his debtor. It is true
that the law conventionally recognizes as contingent all claims
that depend upon the occurrence of a future event other than the
mere (inevitable) passage of time. Yet from a commercial point
of view one may separate contingent liabilities in accord with
three characteristics. They may be classified according to the
probability that they will mature; according to the time when, if
ever, they mature; or according to the characteristics they will
have when they have matured into claims which the enterprise
may or may not have to satisfy. It is submitted that the matter
is largely one of degree—the more complete the financial state
ment, the more will remote and possible claims be included. So,
while an account for the benefit of a stockholder might adequately
portray the quality of the company’s liabilities if there were in
cluded the “actuarial value” of the company’s liability as guar
antor, nevertheless, if the same account were for the benefit of
a bank comptroller, definitely interested in all possible liability of
16
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a bank, it is safe to say (and there is legal authority which asserts)
that the account would be inadequate. Thus it may be con
cluded that the degree of commercial probability plus the interests
viewing the account must both be considered in deciding whether
or not the quality of any particular item warrants inclusion in a
financial statement.
As to the second item considered under this heading of “qual
ity,” viz. capitalized expenses, it is frequently said that any
enterprise may show a profit by charging off its mistakes to capital
and its profits to income. The cases so far indicate a mixed test
depending on reasonableness and hindsight for its effect. If a
particular expense in fact proved advantageous then it was proper
to capitalize it, provided the amount was a reasonable one. One
may find some assistance in approaching the problem if one con
siders a comparison here to the question of contingent liabilities.
Just as the problem of determining what liabilities, whether con
tingent or not, should be included rests primarily on judgment as
to where to draw lines between a capitalized hope and a capitalized
legal obligation, just so does a consideration of capitalized ex
penses rest on where to draw the line between capitalized hopes
and capitalized commercial (or economic) fact. One may indeed
say that the problem is one of deciding where, in the period of
gestation of a transaction from thought to profit (or loss) in the
bank, to draw the line. So it has been held unnecessary from
the point of view of a creditor to include an unliquidated contract
claim against the accounting company as one of its debts. The
basis of this rule is that the contract was not yet performed and
was, therefore, contingent. This liability seems, however, more
imminent than that of a guarantor of a note—which was required
to be listed in Cochran v. U. S. (157 U. S. 285). Yet a promise to
pay out a portion of future profits, if any, has been held to be an
outstanding obligation. Here the interests of a prospective pur
chaser were involved, and so, a shift of emphasis was natural.
This latter case (William v. Beltz, 30 Del. 360) is one of the few
that recognizes the importance of the point of view in consid
ering the adequacy of a financial statement. Thus it appears that
the law, while recognizing that the enterprise of today must incur
large expense preliminary to beginning operation, refuses to allow
the hopes and expectations of the accounting party to control the
accounting—the quality requisite is one of commercial fact, not
introspective, wishful thinking.
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In summary, then, of the first theorem it may be rephrased as
follows: Where the quality of any fact or negotiation is such that
it materially affects the commercial standing of the accounting
enterprise, from whatever point of view, the law will require such
fact or condition to be shown. And it is implicit in this state
ment that sound commercial experience shall govern any line of
probability which it may be necessary to draw.
2. All items on a financial statement should state the degree
of interest held in them (whether ownership or otherwise) by the
accounting enterprise; or, in the alternative, all items deviating from a
clearly recognized and known standard should be clearly indicated
as deviations.
This point considers primarily the creditor. Can he in fact seek
satisfaction from those items which are listed on a balance-sheet
as assets? The law has proceeded quite far along these lines.
For example, it has been held bad accounting to list as a current
asset items in which the accounting company had only a lessee’s
interest—the theory being that a creditor could not in fact avail
himself of such merchandise and would, therefore, be misled to his
injury. And again the problem of interest, coupled of course with
that of quality, appears in consolidated accounts. Thus suppose
that a holding company controlling three subsidiaries received
income from one subsidiary while the remaining subsidiaries were
operating at a loss. This at once raises the problem whether the
holding company may or may not pay dividends to its stockhold
ers. If the attributes of interest and quality are considered the
solution is brought nearer.
3. Items listed on a financial statement must be valued in accord
with some well-recognized scheme of valuation, and, if extraneous
facts warrant it, there should be included alternative bases of valua
tion.
It is currently maintained that accountants are not concerned
with valuation as such. True it may be that accurate valuation
is an ideal, perhaps unattainable. Yet to the extent that the
accountant, by professional standards or by force of law, considers,
for example, depreciation or reserves for uncollectible notes and
accounts, to that extent he must and does consider valuation, and
to that extent the law has entered the field.
In considering this problem of valuation there are several points
of interest. In the first place it is usually stated by the courts that
the accountant should generally observe a conservative valuation
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—namely a valuation at cost or market, whichever is lower.
The cases laying down this principle are, however, cases which for
the most part consider the interests of the banker or other lender
of credit and, as is natural, the courts tend to adopt what they
consider a more conservative view. In point of fact, however,
this view, while perhaps more conservative, is, nevertheless, still
a most liberal one. For example, if a debt is not paid when due,
the creditor seeking to enforce his claim against the assets of the
concern must rely on the proceeds obtainable from a forced sale
of those assets. It is common knowledge that a sale on liquida
tion will net less than the merchandise is in fact worth in a “handpicked” or trade market.
It appears from this simple illustration that there are at least
four tests of valuation. The valuation may be confined to cost or
to market, to the lower of these two, or to a more conservative test,
namely, the proceeds of a forced liquidation. It is quite obvious
that any one or even any two of these bases used in conjunction
may present a comparatively misleading and false impression.
For example, if the valuation is based on the test, cost or market,
whichever is lower, and there is a rapidly climbing market which
because of its inertia (if for no other reason) is practically certain
to continue rising until liquidation of the merchandise in the
ordinary course of business, it may be extremely misleading to
carry the inventory at cost although quite within the legal rules
so far laid down. And this leads us at once to the question of
whether or not a cause of action based on a misrepresentation
will arise when the accountant uses too conservative a test of
value, as well as when he employs too optimistic a test.
Another point of interest in valuation is that the cases, still
considering the interests of the creditor, require that any reserve
for depreciation or other loss in value should be clearly identified
with the particular assets so adjusted.
From this discussion of the principles of valuation it is found
that it is obligatory, to present a true picture of the facts, to
consider the commercial probability of receiving precisely what
particular items are said to be worth. In guarding against a mis
representation of value one must consider not only the point of
view but also the effect on value of various probable occurrences
such as a forced liquidation, a continued business depression, or a
probable advance in prices due to recent climatic or industrial
changes. It may be as misleading to carry goods at cost if the
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market has permanently risen (due perhaps to a crop decimated
by hurricanes) as it would be to carry them at cost when “the
bottom has dropped out of ” the market, due perhaps to a financial
panic. Note that similar problems arise in considering fixed
assets.
4. The standards of the accounting profession should wherever
possible be followed by the practising accountant.
Little by little the adjudicated cases are citing accounting
authority as a basis for their decisions. So long as there exists an
independent and impartial body of accountants it seems only just
and expedient that their impersonal ruling should be followed as
far as is possible. Such a rule of law makes at once for flexibility
and for progress.
5. Wherever financial statements are presented covering more than
one period, the basis of accounting should be identical for all periods,
unless any deviation in practice or any variation in accounting
method is plainly disclosed.
This subject as yet has not been dealt with by the law. It is,
however, presently a matter of serious discussion by accountants.
And in fact the New York stock exchange in its statement on
investment trusts (April, 1931) strongly urges that such trusts in
their reports call attention to any change of method or to the use
of more than one method during an accounting period. Its jus
tice seems obvious—so long as there are periodic accounts for
periods less than the life of the enterprise, the instinct of everyone
interested in ascertaining the condition of the business is to com
pare a series of such accounts. One hopes thereby to have discov
ered not merely the present condition of the enterprise, but the
trend of its development. Obviously a change in apparent de
velopment can be manufactured by simply changing the method
of accounting. If, for example, the rate of depreciation is changed
from 10 per cent in 1930 to 5 per cent in 1931 a company may
well earn more profits in the latter year, although in point of fact
its operating income had seriously declined. These considerations
raise a pretty question of law. If one accept the idea that the
allocation of income and expenses to one or another account lies
largely in the discretion of the management, there is no legal basis
for saying that any account is inaccurate. However, the fact re
mains (compare Rex v. Kylsant) that such a change in accounting
method will result in a wholly misleading impression to be derived
from the combined or comparative statements. It is strongly
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urged at this point that there is an implied representation that in
the absence of a notation to the contrary the method of accounting
remains unchanged. Certainly, in view of the fact that the
commercial and economic world as a body inevitably compares the
successive series of accounts issued by the large corporations, it
must be accurate to say that accountants are aware of the use to
which their statements will in part be put. This certainly seems
to suggest that people who render accounts hold out that their
successive accounts are on a comparable basis unless otherwise
specifically stated. The argument is stronger where, in the first
instance, a series of accounts are asked for, as when a bank re
quests a set of statements for the past four years as a basis for
making a loan. From these facts alone there may be spelled out
an understanding that for these periods at least the accounts were
kept upon a comparable system and were, therefore, capable of
being used to determine with some degree of accuracy the trend
of the business.
A sixth point, not yet sufficiently thought through to be made a
theorem, but of sufficient importance to mention here, is briefly
this: if the customary business cycle is recurrent every third year,
and the accounts are rendered yearly, to what extent should this
factor be indicated? If a layman, unfamiliar with this cycle,
were to be shown three income statements he might suppose that
the company had embarked upon an unprecedented wave of pros
perity, when in point of fact, it was more or less in the commer
cial “doldrums.” If statistics are adjusted for seasonal changes,
why should not accounts be? They can at least indicate that fact.
By way of a summation of the first half of this article several
points may be outlined:
1. The accountant, by virtue of his recurrent and ever-in
creasing activity, is in touch with the daily needs of the com
munity. Because of this and other factors he is able to reflect,
almost day by day, the changed philosophy of accounting as well
as the changed requirements and needs of the community in which
he acts.
2. The law, because of its longer life and its greater size, is
slower to move. It reflects tomorrow what the business commu
nity needs and attains today; case by case it builds up a body of
law to answer the needs of the community.
3. The law does, however, accept and adopt the rules and
precepts of the accounting profession as they are presented to it
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for decision. This process is comparatively slow because of
several factors:
(a) All problems of accounting are not presented to the courts
as soon as they arise;
(b) Only a selected few of the many problems that may or do
involve the law of accounting ever arrive before a court.
(c) When the cases that eventually arrive in the courts are
finally presented for adjudication it is often a matter of
years before a decision will be handed down.
4. Yet even at the present moment it may be said with some
degree of safety that the law has adopted a comparatively large
number of accounting rules and accounting conventions, and, in
some instances, has considered and rejected other accounting
principles, and that there is, therefore, a body of case-law from
which we may elicit a set of theorems in a very real sense equiva
lent to “principles of the law of accounting.”
5. To a surprising extent these theorems are in accord with
sound accounting standards. When they deviate from account
ing standards it is difficult to say which, in point of pure reason,
is the more correct.
6. The law and the practice of accounting are at present not
complete for several reasons:
(a) They often overemphasize one or another point of view,
leaving unconsidered other and equally important
interests.
(b) There are various gaps in accounting authority as well as in
judicial authority, which must, if accurate accounting be
desired, be both filled and regulated.
7. The tool most easily adopted by the law for reviewing ac
counting standards is the action for a misrepresentation of fact.
This must be considered from at least three angles:
(a) What interest is raising the question (and was his interest
within the consideration of the accountant when he
prepared the statements);
(b) Are the legal facts accurately stated;
(c) Have the commercial facts and the commercial probabilities
been accurately and thoroughly stated?
V
Examination of the first half of the problem shows that while
there is a body of cases concerned with the law of accounting, it is
22

Legal Regulation of Accounting
by no means a complete one. It therefore becomes necessary to
consider the arguments for and against a statutory system de
signed to supersede or to incorporate or otherwise to aid the present law of accounting. By way of setting aside unnecessary
objections, several points are first briefly discussed.
The accounting profession by itself can not effectively legislate
a system of accounting; nor is there any reason why it should
attempt so thankless a task. Its relations to the community,
as well as its differences of opinion, are excellent reasons against
such an act.
In the second place, whether desired or not, there is present
in point of fact a commercial system which has compulsory
auditing as a constituent part. Whether the audit be made by a
private bookkeeper employed by the management, by an inde
pendent auditor and expert, or by some person of rather indefinite
hue, the fact remains that business methods and the demands of
the community insist on some form of periodic accounting. The
treasury department, the New York stock exchange, the bankers,
the interstate commerce commission—all recognize the financial
and economic necessity of compulsory accounts. Factually
and theoretically we are practically over the dam. Nor can one
expect this well-reasoned and well-supported movement for com
pulsory accounting to die at one puff of opposition. It is present,
it is worthy, and should be aided with all available means.
At the outset it is clear that there are two lines of control open.
The law may adopt a set of standards, couched in comprehensive
language, and aiming to inform the accountant of general princi
ples whereby he may guide his actions. It may, on the other
hand, attempt a complete enumeration of all the precise acts which
he should and should not do, so that by a mere reading of the pre
scription , the accountant may govern his actions with perfect safety.
To enumerate the choice is in effect to chose. Only an omniscient
economist could attempt to prescribe detailed rules of conduct.

VI
In considering this problem a further fact becomes apparent.
The accountant, as a legal personage, has been slowly evolving
from the laity. He has become recognized as an expert somewhat
similar to the lawyer or the doctor. However, unlike these two
professions, the accountant and his acts are not to be considered
primarily from the point of view of the person who hired him.
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The lawyer or the doctor expects to be paid by his client or pa
tient; he expects, in the vast majority of situations, that his good
or bad advice will be restricted in its effect to the person who in the
first instance employed him. It is not so with the accountant.
True it is that he may be employed and paid by one man or one
interest, such as the management of a large corporation. Never
theless, the effect of his statements and of his accounts go far be
yond the person with whom he originally contracted. To be
sure, the New York court of appeals in the Ultramares case, its
most recent decision on the subject, decided that there would be
no liability for negligence on the part of an accountant toward a
third person, one with whom the accountant had no contractual
relations. The court there pointed out that liability for negli
gence, if established against the accountant, would extend to many
callings other than an auditor’s. While at first sight this case
might seem to dispose of the problem under discussion it is sub
mitted that, in view of the previous discussion, the calling of an
auditor differs so markedly from the callings of other professional
men that the case may well be limited in its application. It seems
clear, if one ask for thirty or so copies of a statement, that it will
be difficult to infer an intention to broadcast that statement to
the world. On the other hand, should one go to an accountant
and say, “Will you please audit my accounts so that I may pub
lish a statement of my financial condition in the Journal of Com
merce and the Wall Street Journal" it would be difficult to assert
that the accountant so employed would be at liberty to draw up a
set of reports as favorable as could be to the interest of the man
agement and, let us say, at the same time actively unfavorable,
misleading and inaccurate if considered by a stockholder—liabil
ity would seem a necessary consequence of such conduct. Yet,
because of ambiguous judicial rulings, a need for more legislation
on this and other problems in accountancy becomes apparent
and imminent.

VII
Moreover, in many states there already exist statutes requiring,
and to some extent regulating, corporate accounting. At this
point a brief consideration of these statutes may aid in the de
velopment of the discussion.
Accountants’ reports may themselves ground a cause of action
or they may be a mere adjunct to the successful prosecution or
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defense of a suit. The statutory law of Great Britain, as well
as of the United States, has enacted many provisions for safe
guarding the various interests that may rely on corporate financial
statements. These safeguards, both civil and criminal, are
intended to protect at least two large groups of persons who might
have cause to deal on a financial basis with a corporation—first,
the stockholder, actual or prospective, and, second, the banker,
or other person who advances credit on the faith of the statements
exhibited to him. In order adequately to cover these interests
the law has imposed restrictions on two other groups—directors
or other officers of the corporation, and accountants or auditors
employed by the corporation. Perhaps the English larceny act
of 1861 is the first important attempt to control the dissemina
tion of misleading corporate statements. This statute, and its
successor, section 274 of the companies act of 1929, fix the duty
to keep proper books and to present proper periodic statements.
These statutes have been followed by various enactments in
this country. Thus directors of national banks are under a
similar duty not to make false entries. And in New York sec
tion 665 of the penal law applies to directors or officers of any
corporation and defines the offense in terms similar to the English
statute. Another section of the penal law (section 952) provides
a penalty for misstatements concerning securities. While this
section has not as yet been invoked to attack a balance-sheet, it
seems to afford a convenient and useful mode of procedure.
Although many of the states have enacted statutes purporting
to regulate the financial statements of corporations, the paucity
of litigation under these statutes and their failure to provide de
tailed, uniform and scientific accounting methods would tend to
indicate that in most instances the statutory requirements may
be met by a most meager and superficial report and that only the
most flagrant falsified statement would justify the easier pro
cedure under the statute—easier in that damages are more cer
tain and more easily proven. The best-known of these statutes
is that enacted by Massachusetts. But here again appears an
overemphasis of one point of view—the liability imposed by this
statute is in the nature of a private remedy for a wrongful act
arising from a breach of duty owed to corporate creditors, and it is
created for their benefit alone.
In the legislative enactments of other jurisdictions there is little
similarity in the requirements imposed upon directors, even
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though about half of the states provide for some form of liability.
The statutes differ in what they consider misconduct and in what
they consider a proper penalty for such misconduct. The gen
eral tendency is to provide for so minimal a certificate or report
that a plea of lack of knowledge, or of intent to defraud, or of
reliance upon an accountant, will be sufficient to prove compliance
with the statutory requirements.
It is, of course, well-known that there exist at least two or three
extra-legislative requirements for keeping accounts. Thus the
interstate commerce commission and the various public service
commissions of the several states in their rulings and under
legislative authority stipulate the manner in which the several
enterprises coming under their jurisdiction shall keep accounts.
By these means there is prescribed to some extent a uniform
system of accounting. Another and still more unofficial source
of regulation is to be found in the provisions of the New York
stock exchange. The present exchange rules provide that all
listed corporations shall, before being granted the privilege of
listing, agree to furnish their stockholders with periodic state
ments. As yet, however, there are few requirements as to the
form or contents of these statements—so long as they have the
outward and visible attributes of accuracy the agreement has
been honored. It may perhaps be, if the arguments advanced
throughout this article be accepted, that an action for deceit will
lie against a director or an auditor for falsely representing to .the
exchange certain particulars concerning the financial condition
of the corporation in question.
As a prelude to further discussion of the problem of compul
sory accounting, then, several propositions may be stated:
(a) There is, in point of fact and of theory, a presently devel
oped obligation on the part of industry to prepare and to
furnish accounts.
(b) There has been some legal and some extra-legal experience
of compulsory accounting.
(c) This experience has shown that present-day requirements
are too indefinite and of too little strength (by way of
enforcement) to rest alone.
(d) The accountant must now be recognized as a professional
man in the nature of a public servant.
(e) The advantages, both to the profession and to the public,
of uniform accounting are too well-known and too obvious
to require further analysis.
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VIII

The problem now divides itself into three branches: Can any
rules of accounting be laid down by legislative enactment? As
suming that this is possible, will it lead to any degree of uniform
ity? Assuming that it is not possible, is there any other way of
accomplishing the purpose?
One thing at least is definite: it is suicidal to crystallize ac
counting technique at this point. Accounting knowledge is not
sufficiently adequate, nor sufficiently stereotyped, to undertake
the manifold risks which such an action would obviously entail.
This is not, however, the conclusion of the matter.
There are, as has been pointed out above, certain standards of
professional conduct and of accounting technique which are, or
which clearly ought to be, recognized as fundamentals of ac
countancy. This at once suggests an analogy to the methods
used by the common law—the facts of each particular case are de
cided in accord with fundamental principles, tempered by the
special circumstances of each case and the changing needs and
philosophy of the community.
Adopting this technique, it appears that it is not too hopeless
nor too dangerous a task to enact statutes which will lay down
broad standards of action in accountancy. While it is beyond
the scope of this article to phrase such a statute, it seems highly
probable that with a certain amount of expert thought, coupled
with an understanding both of law and of accountancy, a workable
comprehensive statute could be drafted. The advantages of
such a statute seem obvious: item by item, each individual case
would be decided on its merits without too great a handicap in a
pre-determined adherence to specific rules; there would be a
liberty of administrative action coupled with a publicity of ad
ministrative findings. Perhaps a most important advantage to
be had by such a method as this is that the administrative officers
would be able to, and would have to, use the knowledge and advice
of an accredited body of accountants—the work in all probability
could not be done without the assistance of such a group of tech
nical experts.
The statute could in fact go further than merely advocating
principles. It could with a degree of safety lay down certain
minimal requirements such as were discussed in the first part of
this article. The specific requirements so laid down would have
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to consider questions of quality, value, interest, point of view and
various others, such as uniform comparative accounts. In fact
the entire group of items customarily included on the several
financial statements should each have certain fixed and definite
tests required by statute. At the present writing it seems that
the statute should go further and provide that any accountant
who feels that the circumstances of a particular case are sufficient
to warrant the application of other and different tests should be
allowed to use such other tests provided he gives a full disclosure
of the general rule, of the special circumstances taking the case
out of such rule, and of the precise test or rule applied in lieu of
the statutory requirements.
As was pointed out by Frederick B. Andrews in his recent arti
cle, published in The Journal of Accountancy for November
of this year, this device at once raises a pretty question: Does
the notation of important information by means of a small and
practically illegible footnote fully comply with the conception of
full disclosure? The point made by Mr. Andrews is unanswer
able; one may add only the thought, so well expressed by Lord
Justice Lindley, that an accountant should dispense information,
not arouse inquiry. Furthermore it may be observed that it is
unavailing to state how one arrives at a result if the result arrived
at is meaningless.
IX

One final point should be briefly considered. Should such a
statute as the one here outlined be enacted by the federal govern
ment or by the several states? I submit that the only effective
way to acquire a uniform system of accountancy is via a federal
statute. To recommend state action would be to recommend
forty-eight probable variations in requirements—there can never
be a guaranty that even a so-called “uniform law” will be adopted
without change. Furthermore, the pressure of local politics and
jealousies, of state rivalries and competition render state action
extremely uncertain and untrustworthy.
If, then, the federal statute be considered the safer vehicle,
there appear only a few objections.
The first of these would seem to be the prohibitive cost of es
tablishing yet another governmental bureau. In considering
this cost it seems apposite to observe that the ancient proverb,
“in knowledge there is power,” is still in full force and effect.
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It is not necessary for a supertrust to fail in order to bring misery
and suffering to many an honest, intelligent and unsuspecting
investor. The set-up of modern business is such that its financial
statements are the mirror of reality—the door of the cave beyond
which we can not venture. And if the mirror be clouded, we re
main helpless. May it, therefore, be said in honesty that the cost
of assuring uniform, trustworthy, and accurate pictures of busi
ness condition and progress is so great that the savings of our
citizens should be gambled against it? Even now there is money,
and security, to be lost by relying upon mis-information. In
fact the present conception of many financial statements is that
“he who reads should run.”
The second objection concerns itself with the constitutionality
of such a proposed statute. While it is beyond the province of
this article to consider a question of such magnitude in detail,
a few observations should serve to clarify the problem. It is of
course clear that much can be accomplished if the proposed statue
be drafted in terms of a regulation of interstate commerce. It
might well be, however, that a more thorough control would be
obtained if uniform reports were required as an aid to a speedy
and efficient ascertainment of taxable capital and income.

The aim of this article has been to present the case for a further
step in the attainment of a uniform compulsory system of ac
countancy. That in fact there is compulsory accounting today
can not be seriously questioned. That uniform accounting has
many advantages, both for the profession and for the laity, seems
equally clear. It is therefore submitted, in view of the present
stage of development of the law of accounting, that the several
principles set forth should be supported and added to by appro
priate legislation, preferably federal. The wishes of the in
dividual person must be subordinated to the needs of the com
munity. The standards of the profession should receive the sanc
tion of the legislature. The rules of the existing law should be
recognized and furthered. And finally the interests of all who
may have occasion to make use of corporate accounts should be
thoroughly considered and protected.
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Lease Rentals and Well Drilling of
Natural-Gas Companies
By Will-A. Clader

Men in the natural-gas industry, having no connection with or
interest in public utilities—free, as it were, from the public-utility
complex—show by their writings that they do not indulge in
accounting self-hypnosis. Expenditures of natural-gas companies
managed by such men are treated in the accounts with a clear
conception of their economic relation. They do not try by book
keeping entries to make money or to reduce or wipe out losses
that have actually occurred. They have always recognized the
fact that, even under the most ingenious and subtle manipulation,
accounting can not be used to create a penny of profit or value.
Some of the holding companies with large interests in public
utilities have entered the natural-gas industry, acquired large
gas deposits, built long transmission pipe lines, in addition to
engaging in the distribution and sale of the gas to industrial,
commercial and domestic consumers. Their philosophy of ac
counting is beginning to appear in the accounts published for
shareholders. The men who made profits in the natural-gas
industry and some of the large gas companies with no public
utility connections know from experience the proper accounting
treatment of expenditures for rentals on unoperated leases and
for well drilling, and they follow sound principles in their account
ing. Certain departures by others from these principles inspire
this article.
In the operation of natural-gas properties it is necessary to
carry a number of leases, often extensive acreage, in reserve to
replace any decline in the production of the wells on lands which
are operated and to meet extra demands of consumers, in addition
to those on which wells are actually drilled and in operation at
any one time. In well settled sections with numerous individual
small land holdings it may be necessary to take a very consider
able number of leases in order to create a development of sub
stantial size. Leases of gas lands represent the foundation of a
natural-gas company’s production. Unoperated reserve lands
provide the only possibility of new production and ensure, in so
far as possible, the continuity of satisfactory gas service.
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Often the acreage is in unproven or doubtful territories and is
held as a protection against competitive development in a particu
lar locality. This policy calls for a large outlay in annual lease
rentals, much of which will never be recovered from the lease on
which it was spent, because, generally, only a small percentage of
acreage leased is finally productive. A company may be well
satisfied, for the time being, with the acreage it holds, but, gener
ally speaking, all natural-gas companies are constantly forced to
take up additional acreage, either to increase their gas reserves
or to protect their proven territory from the encroachment of
others.
The term “lease” as applied to the natural-gas industry is an
agreement between the company and the owner of the land which
grants the company the right to enter upon, drill and operate cer
tain tracts of land under the specified conditions.
Unoperated leases are those upon which no wells have been
drilled, even though these lands may be surrounded by lands upon
which productive wells have been drilled.
Consideration paid for the lease, the cost of obtaining it, the
cost of recording and abstract and legal services for perfecting or
defending title are charged to fixed capital. Customarily, fixed
rentals are paid until a producing well has been completed, when
an annual well rental or a royalty based on production is paid,
whereupon the lease rental ceases, and such payments are charged
currently to expense.
It is not necessary or desirable to drill on every lease—in fact,
some of them may be carried for the entire productive life of the
area without being drilled. However, the fact that a well is not
drilled on a certain lease does not necessarily mean that no gas is
obtained therefrom, as the engineers plan to tap the entire re
sources of the area under lease by a judicious location of wells
throughout the area, and wells on surrounding leases may make it
inadvisable to drill on a given lease.
In the normal operation of a fully-developed natural gas prop
erty there will always be a regular expenditure for lease rentals,
and this expenditure will remain fairly constant as long as the
volume of production is maintained, since new leases will be taken
to insure a continuous supply of gas. If no new leases are taken,
the volume of production will gradually drop, as the producing
area is exhausted. In that case there will be a reduction in lease
rentals and a reduction in revenues.
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The general accounting practice in both the petroleum and
natural-gas industries has been to charge lease rentals to an
operating-expense account. Such expenditures are regularly
made each year, are nearly uniform in amount from year to year,
and neither add anything to the value of the property nor increase
the volume of production. Apparently the executives and ac
countants of the industry considered it self-evident that lease
rentals were an operating expense for I have been unable to find in
the accounting literature dealing with oil and gas production any
suggestion that any other classification is possible.
In the revised edition of the uniform classification of accounts
for natural-gas companies, prepared by the committee on sta
tistics and accounts of public-utility companies of the National
Association of Railroad and Utilities Commissioners, published in
October, 1931, there is a note after the description of the operating
expense account “rentals on unoperated leases” as follows: “In
certain cases, with the approval of the regulatory commission,
rentals on unoperated leases may be charged to fixed capital.”
This has not been adopted so far in any state accounting orders.
It will be observed that only “in certain cases” the rentals may be
capitalized, and then only “with the approval of the regulatory
commission.” The classification of accounts mentioned is one
“recommended for adoption by state commissions by the said
national association”; but persons in the utility industry who
have gone into the natural-gas industry will probably use their
influence to have various state commissions adopt the innovation.
It is to be expected that the commissions in giving their approval
“in certain cases” will exercise care and insist that the facts and
circumstances warrant any departure from the established prin
ciples.
In Accounting for the Petroleum Industry, by David F. Mor
land and Raymond W. McKee, lease rentals are classified as oper
ating expenses without any further comment. The classification
of accounts prescribed by the West Virginia public-service com
mission provides that rentals on gas leases which are being held
by the gas company for future production of natural gas shall be
charged to an operating expense account, and the same classifica
tion is followed by the Ohio, Oklahoma, Pennsylvania and other
commissions.
I can not find any sound reason to justify an accounting pro
cedure for the recording of lease rentals different from the usual
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practice in the industry. The payment of lease rentals is inci
dental to the operation of a developed natural-gas property and no
additional value accrues to the capital assets on account of such
payments. Where the normal operation of an industry requires
the payment of rentals at regular intervals and the rentals neither
add anything to the value of the property nor increase its produc
tive capacity, it is difficult to see how they could reasonably be
regarded as proper charges to fixed capital or as other than a cur
rent expense.
In those certain cases where lease rentals may be capitalized by
order of a regulatory commission, the total of the rentals plus the
cost of the lease-hold should not exceed the amount at which the
gas can be purchased in the ground at the prevailing current
prices.
The effect of capitalizing lease rentals will be to increase the
amount to charge for depletion as the gas is extracted and sold.
It is necessary to drill new wells at more or less frequent intervals
in order to prevent the volume of production from a fully devel
oped natural-gas property from steadily decreasing over a period
of time. Either by governmental requirement or provision in
individual leases, the company may be called upon to drill an
off-set well or wells, if a well is drilled either by the company itself,
or by another company, within a certain distance from property
lines. Therefore, a natural-gas company may be obliged either to
cancel leases or to drill off-set wells which it does not desire to
drill. The amount of drilling to be done varies with the nature of
the producing fields. In certain sections of Ohio the wells are of
comparatively short life, and almost continuous drilling is neces
sary on developments of any considerable size; whereas in the
West Virginia fields many gas wells last much longer and maintain
a good volume of production for a number of years.
A natural-gas company in drilling a well may get all the way
from no production to billions of cubic feet, with the odds in favor
of the former, although there are localities in West Virginia where
a dry-hole seldom results. A well may produce a fairly constant
volume for an extended period and suddenly, without warning,
cease producing entirely. This uncertainty as to what return will
be realized from the investment in wells is sufficient to hold the
interest of any operator, but when added to this is the investment
in lines, stations and other expensive field equipment, which is
entirely dependent upon production of these wells, then the
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problem becomes one of constant concern. A natural-gas com
pany must take these facts into consideration if it is to present
to its shareholders practical reports and statements of the result
of its operations.
Since the drilling of additional wells on a fully developed prop
erty serves only to maintain production and not to increase it, it
would seem that the cost of such drilling could not properly be
charged to capital account but should be considered as an operat
ing expense. Such an accounting interpretation is permitted by
the treasury department regulations covering the determination
of net income for income-tax purposes and is followed by many
natural-gas producing companies in keeping their accounts.
In the producing fields where the wells are of short life it is
undoubtedly the better practice to charge all drilling costs, after
normal production is reached, to operating expenses, as it is neces
sary to drill every year in order to maintain production and the
value of the fixed capital is not increased thereby. This is true
of both productive and non-productive well drilling.
In the producing fields where the wells are of long life, drilling
operations are not always carried on at a uniform rate and it may
not be necessary to drill additional wells every year. The longer
life of the wells serves to make the expense of drilling producing
wells applicable to a number of years, and there is good reason in
such cases to consider the cost of productive well drilling as a
proper charge to fixed capital, to be recovered through annual
provisions for depletion.
The cost of non-productive well drilling after the development
period, however, is generally regarded as an expense. The drill
ing of non-productive wells, sometimes called dry-holes, adds
nothing to the fixed capital or its value and, in fact, is not only a
loss in itself but often results in a reduction in the apparent value
of the development as a whole. The cost of a dry-hole represents
an unavoidable and definite loss resulting from the speculative
nature of the industry, and it has been frankly recognized as such
in the generally accepted accounting procedure in the industry.
Not only do the producing gas companies which are not public
utilities charge the cost of non-productive well drilling to operating
expenses, but the same classification is prescribed by most of the
public-service commissions, which have prescribed systems of
accounts for natural-gas utilities, as stated before. The uniform
classification of accounts for natural-gas companies recommended
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by the National Association of Railroad and Utilities Commission
ers provides that “the cost of labor employed, materials and
supplies consumed and the expenses incurred by the utility in
drilling for gas which results in dry holes or non-productive wells ”
shall be charged to “non-productive well drilling expense’’ in the
“suspense” group of accounts in the balance-sheet, and that “the
losses registered in this account shall be amortized over a period of
years by charges to account ‘extraordinary retirements.’” The
latter account is considered in the classification to be an operating
expense. This accounting procedure recognizes the nature of the
expense but provides for spreading the loss over a period in order
to obtain an income account useful in the determination of utility
rates, which would not be either necessary or advisable in the case
of a non-utility company.
One of the largest owners of natural-gas properties considers
and treats costs of all well drilling, productive as well as non
productive, as an expense in the current year.
Operation of a large number of small property units, such as
wells and well lines, produces a volume of abandonment items,
probably unknown to any other industry. As production de
creases to a point where gas is not produced in paying quantities,
the production unit and the connecting line must be abandoned
and the material salvaged.
The usual accounting practice in both the oil and natural-gas
industries is to charge off the cost of dry-holes as soon as they are
abandoned.
The cost of intangible items, such as drilling labor, teaming and
freight, at the election of the company, may be capitalized or may
be charged to expenses in income-tax practice. An election once
made, however, establishes the practice to be followed in all
subsequent years. If such items are charged to capital, they
become subject to depletion in the same manner as leasehold costs
are depleted.
Upon retirement of property, the leasehold cost plus the cost of
equipment, including intangibles if capitalized, less accumulated
depletion and depreciation sustained and less salvage value is the
amount of loss upon retirement. This loss should be charged
against an appropriate expense account.
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Audit Features of Finance Companies’ Accounts
By Willard E. Crim
Fundamentally the functions of finance companies may be
divided into two general classifications: (a) the extension of
credit on short-term indebtedness through hypothecation by
manufacturers and dealers of open accounts receivable and (b)
the financing of instalment purchases. A third function, that of
making loans to persons on property or against future income, is
not peculiar to the commercial finance business and will not be
included in these comments.
•
Inasmuch as the financing of instalment purchases constitutes
the major portion of the total activities of such companies, while
the activities of finance companies as a class in turn embrace a
large portion of all such financing, they may be considered one of
the instruments which make possible the immediate possession
and use of property on a deferred-payment plan, in contradis
tinction to the older method of immediate ownership in exchange
for cash or short-term credit. The principal difference in eco
nomic results of the two methods may be briefly indicated as
follows:
The acquisition of property on a deferred-payment basis by a
purchaser results in current reinvestment of capital by the vendor
for materials and the employment of labor. On the other hand,
acquisition for immediate ownership with concurrent payment in
full by a purchaser necessitates a prior accumulation of the re
quired funds by the purchaser during a time when the funds are
probably wholly or at least partly non-productive in his hands.
It is likewise true that the instalment plan of purchasing makes
possible to the purchaser the discounting of the future and the
present enjoyment by him of the anticipated fruits of labors. The
instalment plan of purchasing has stimulated mass production
and consumption and to that extent it is responsible for lowered
production costs and resultant reduced selling prices. Comment
is frequently heard to the effect that the instalment plan of pur
chasing is costly to the buyer on account of the service charges of
the finance company, but this criticism generally ignores the fact
that instalment buying has undoubtedly enabled the manu
facturer to effect savings in production which in a large measure
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have been passed along to the consumer. However, the purpose
of this paper is to describe briefly certain features peculiar to the
audit of a finance company rather than to venture an opinion as
to the economic soundness of the commercial finance business or
the benefits or disadvantages arising from its existence.
While it is true that the success of any properly organized
business is dependent largely on the shrewdness and ability of its
managing personnel, this condition is particularly true of a bank
ing enterprise, and, since the operations of a finance company are
a specialized phase of commercial banking, the first concern of a
public accountant undertaking the audit of such a company
should be to inquire into (a) the nature of the finance transac
tions and (b) the business procedures of the company, and so far
as possible through discreet discussions enable himself to form an
opinion as to the ability and integrity of the management. Such
an opinion will be of assistance to him in deciding to what extent
the information furnished by the management may be accepted
without extensive verification and what degree of conservatism
should be adopted by him in the preparation and presentation of
the company’s financial statements. An established record of
favorable earnings under normal conditions is, of course, the best
indication of capable management and a comprehensive survey of
the financial history of the company should, therefore, be made at
the outset. A record of unsatisfactory past performance will
justify vigilance during the progress of the examination as to the
underlying causes of the bad record.
Perhaps the most widely discussed accounting feature peculiar
to the commercial finance business is the allocation of discounts
and service charges received to the proper periods as earnings.
Numerous methods of treating these items have been used or
proposed, ranging from recording the entire finance charges as
earnings when received to deferring the entire amount until the
relative receivable has been collected in full. These two extremes
have so little merit that they may be dismissed without further
comment, for the principle has been generally accepted by bank
ers and accountants that any equitable method must provide for
spreading the finance charges pro rata over the entire period of
liquidation of the corresponding receivable. It may be stated
parenthetically that most finance companies consider the two
terms “discounts” and “service charges” synonymous from an
accounting point of view and make no distinction between them
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in recording transactions on the books. Theoretically, the dis
count is the interest return from money lent, while the service
charge is compensation received by the discount company to
defray incidental expenses incurred by it, credit investigation, col
lection and bookkeeping costs, insurance, etc. Since both the
discount and service charge apply to the entire period of liquida
tion of the corresponding receivable, they may well be treated as
a single item in the accounts of the finance company and will be
so considered here. The term “finance charges” will be under
stood to include both elements.
Without undertaking a comprehensive exposition of all the
ramifications of the question of apportioning finance charges, it
may be stated that the method which appears to be the soundest
and has in addition the merit of being entirely practical is to
divide the income pro rata on the basis of the amount invested
in the receivable in relation to the time element. This may be
accomplished by spreading the total finance charge received over
the term of realization of the corresponding receivable in the
ratios of the unmatured balances of the receivable at the end of
each month to the sum of such balances. A simple illustration
of this method follows:
Finance charges amounting to $1,800 received during May on purchase of notes totalling $18,000
and maturing in equal instalments during the following six months—
Unmatured balance of notes at end of
May

June

July

Total
balances
$3,000 $63,000
4.76
100.00

August September October

$18,000 $15,000 $12,000 $9,000 $6,000
Per cent of total................... 28.57
23.81
19.05
14.29
9.52
Total finance charges re
ceived allocated in above
percentages...................$514.26 $428.58 $342.90 $257.22 $171.36 $85.68

$1,800

The accuracy of the results obtained from using this method is
not seriously disturbed by delinquent collections, because it is
customary to make an additional interest charge on delinquencies.
Refunds of finance charges arising from prepayments should be
pro-rated in the same manner, while in case of accounts closed
through repossession of the underlying collateral, the entire re
maining portion of the deferred finance charge should be credited
against the expense of and loss from repossessions. From the
auditor’s point of view any accounting treatment of the finance
charges which gives proper consideration to the time element and
to the amount of capital invested periodically may be generally
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considered as satisfactory. In the case of a company dealing in
only one class of acceptances, which have nearly uniform periods
of maturity, an average percentage of unearned finance charges to
outstanding acceptances may be determined from past experi
ence, and the deferred income may be computed periodically on
this percentage rather than based on an actual division of
individual purchases pro rata.
Many finance houses purchase various classes of acceptances,
such as automobile paper, instalment lien obligations arising from
the sale of other merchandise, property improvement notes and
open accounts. As the discount rate, conditions of purchase and
security obtained usually differ to a considerable extent on the
various classes of obligations purchased and as the receivables
must be properly segregated on the books and in the balancesheet, it is customary to segregate also the purchases of the differ
ent classes of paper and the income received from them. The
management may feel that it should likewise be furnished with
the net operating results from the various departments of the
business and that the general and administrative expenses should
be apportioned between these departments. Any division of
these expenses must be on an arbitrary basis, and careful con
sideration of the matter leads to the conclusion that the important
guides in determining the relative desirability and lucrativeness of
the several classes of business are to be found in the ratios of (a)
service charges received to capital employed in the purchase of
acceptances and (b) bad debt losses to acceptances purchased.
While it is true that the solicitation, bookkeeping and other
incidental expenses may be greater for one class of acceptances
than another, the amount of variation compared to the capital
employed will ordinarily be so small as to be relatively unimpor
tant. Consequently the apportionment of these expenses to the
different kinds of receivables purchased may be regarded in a
majority of cases as an unnecessary and unjustified refinement of
the accounts. Such a segregation, however, of bad debt losses
and repossession expenses can readily be made. In some com
panies collection expenses may be found to be an item of con
siderable importance and the variation in them as between differ
ent classes of acceptances may make desirable a departmental
allocation of these expenses also.
The item of greatest size and importance appearing on the
balance-sheet of a finance company is the receivables. As al
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ready stated, the acceptances purchased by the company may be
of various kinds, and the financing arrangements entered into
with manufacturers and dealers may also differ widely. As a
complete understanding of the arrangements under which the
obligations have been acquired is prerequisite to a satisfactory
verification and balance-sheet presentation, three examples of
financing arrangements commonly encountered are outlined
briefly in the following paragraphs.
(1) The finance company may purchase instalment notes given
to manufacturers or dealers by their customers. Ordinarily the
finance charge and insurance premium, if the article is to be in
sured, are included in the face of the notes. The amount of
money advanced by the finance company is thus the face value
of the note less finance charges and, if the paper be purchased
with recourse, an additional amount commonly known as the
“holdback” or dealers’ equity. This latter amount is retained
by the finance company as additional security and is paid to the
dealer either upon complete liquidation of the note or as each
instalment is collected. The amount varies, but ordinarily it is
from 10% to 20% of the face of the note. The notes may be
purchased either with or without recourse, and the finance
charge is usually higher if purchased without recourse. Col
lections on the notes may be made direct by the finance company,
or, if the dealer prefers to conceal from his customers the discount
ing transaction, collections may be made by him and forwarded
intact to the finance house. A similar arrangement consists of
direct discount transactions between the finance company and
the purchasers of merchandise, but in this case there are no
dealers’ equities retained, since the dealer is not a guarantor of
the notes.
(2) The receivables purchased may be in the form of open
accounts. In this case it is customary to deduct from the face
value of the accounts purchased only the amount of the “hold
back” and to bill the dealer monthly for the amount of service
charges, which are generally based on the average amount of
accounts outstanding during the month. As evidence of the
genuineness of the account sold the dealer delivers to the finance
company copies of the invoice and bill of lading or delivery receipt.
(3) A third common form of financing consists of a loan to the
dealer by the finance company and a pledge by the dealer of
collateral having a book value somewhat in excess of the amount
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lent. The collateral may consist of notes or accounts receivable
or may be merchandise deposited in a public warehouse. A loan
secured by collateral of the latter type entailing the delivery of
warehouse receipts to the finance company is of common occur
rence and needs no further comment. If notes or accounts re
ceivable are pledged as collateral, the collections are made by the
dealer and ordinarily have only an indirect relation to the re
payment of the dealer’s loan. The finance company relies on
periodical audits of the dealer’s books made by its own staff for
determination of the sufficiency of the collateral. Financing
arrangements of this third class in which notes or accounts re
ceivable are taken as collateral entail a somewhat greater element
of risk to the finance company and usually obtain a higher rate
of discount or service charge.
When one understands the conditions under which the receiv
ables were acquired, their verification presents no unusual fea
tures. Since most finance houses operate to a considerable
extent on borrowed capital, the greater portion of the acceptances
purchased will ordinarily be found to have been pledged as se
curity to loans, and the notes, conditional sales contracts, chattel
mortgages, insurance policies, etc. will be in the custody either of
individual creditors or of a trustee for the common benefit of all
creditors from whom loans have been obtained by the finance
company. All acceptances on hand at the date of the audit
should, of course, be verified by actual inspection, while the
acceptances pledged will be substantiated by certificates obtained
direct from the custodians. Under the most common method
of obtaining borrowed capital the finance company deposits
collateral with a trustee who thereupon issues collateral trust
notes which may be sold by the finance company, usually to banks.
Where this arrangement is in effect, a careful perusal of the trust
indenture must be made by the auditor to determine the pertinent
conditions of the trust. Ordinarily the provisions of the inden
ture cover, amongst others, the following matters:
(1) Denominations, term and nature of security of collateral
trust notes.
(2) Amount of trust notes which may be issued against the
total collateral or, conversely, the amount of collateral
required to secure trust notes of a given amount.
(3) Particular requirements concerning trust property as to
term of maturity, insurance, necessity of recording title,
access by finance company for collection purposes, etc.
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(4) Degree of responsibility assumed by the trustee and by
the finance company respectively as to genuineness and
adequacy of collateral.
(5) Rights and remedies of the holders of collateral trust notes
in event of default in payment.
The collateral trust notes are usually non-interest bearing and are
discounted by the finance company at varying rates, dependent
on the current money market.
Following verification of the existence of notes and other docu
ments underlying the receivables, the next matter to be considered
is a determination of the collection status and an estimate of the
required provision for bad-debt losses. A word of warning
should be given here as to the danger involved in placing too
great a reliance on the past experience of the company in respect
of such losses. It must be borne in mind that the ratio of losses
already experienced is no infallible guide to the future, particu
larly if the company is constantly acquiring new customers from
whom to purchase acceptances. The credit problems of a
finance company involve consideration of two distinct elements:
the dealer or manufacturer from whom the acceptances are ac
quired and the customers of the party from whom the paper is
purchased. This fact is apparent if the acceptances are pur
chased with recourse on the dealer, who thereby becomes a
guarantor of the paper, but it is also true even though the re
ceivables be purchased without recourse, for in that case the
integrity of the dealer must be relied upon as to the genuineness
of the indebtedness and the merit of the goods sold or services
performed by him. It should also be noted that the customary
arrangement in purchasing recourse paper is to require the guar
anty of the officers or certain stockholders of the dealer company
as individuals, in addition to the guaranty of the company itself,
and the finance company may, if necessary, call upon the indi
vidual guarantors to make good purchased notes which are in
default.
While past records showing a low percentage of bad-debt losses
are an indication of careful and conservative extension of credit
by the management and of an efficient collection procedure, it
must be remembered that some element of good fortune has also
been present and that unfavorable conditions in the consumer
market or unwitting extension of credit to untrustworthy dealers
or manufacturers may occur at any time. It follows, therefore,
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that all outstanding accounts, and particularly those delinquent
at the date of the audit, should be the subject of careful considera
tion and discussion with the management. Special inquiry
should be made as to the existence of insolvent dealers, accounts
disputed by customers as to either collections or original debt,
and instances where the collateral has been repossessed by dealer
or finance house without proper entry having been made to record
the changed status of the account. In addition, the customary
comparisons with former periods should be made as to percentage
of losses and of delinquent accounts. The auditor must be on
the lookout for refinancing transactions whereby delinquent
balances are removed from the records through either extension
of maturities or substitution of new notes for those in default.
It is the practice of some finance companies to base the reserve
for bad-debt losses on the amount of receivables outstanding at
any given date rather than to provide a certain percentage of
acceptances purchased or to estimate the probable loss on par
ticular accounts. If this method is followed, the resultant adjust
ment to profit-and-loss should be shown as a separate item in
the income statement, after determination of the results from
operations, because the amount of the adjustment will not in
most instances be a true reflection of the actual losses sustained
during the period. A decrease in the amount of receivables
outstanding at the present time as compared with the date of the
previous balance-sheet will result in a credit to profit-and-loss
unless the reserve previously established has been materially
decreased by losses actually sustained, while conversely an increase
in the amount of outstandings will occasion a charge to profitand-loss even though no losses may have been sustained during
the intervening period.
Another matter that may well be given consideration by the
auditor is comparison of the term of liquidation of the various
classes of receivables with the estimated period of resale value
of the underlying collateral. While the auditor will not ordinarily
be in a position to decide exactly what the period of resale value
of a given class of merchandise may be, he should at least satisfy
himself that the company is not extending credit for the purchase
of goods on notes having a period of liquidation which is materi
ally in excess of the term during which it might reasonably be
expected that such goods could be repossessed and disposed of at
an amount approximating the uncollected balance of the debt.
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To illustrate by an extreme case—it is obvious that the sale of
radios on notes maturing over a five-year period would result in a
disappearance of the underlying collateral value long before
complete liquidation of the notes, and had such notes been
purchased by the finance company, particularly without guaranty
by manufacturer or dealer, an unusually liberal allowance for
bad-debt losses would be required. In estimating the probable
period of resale value of an article, not only the estimated useful
life, but the element of obsolescence due to developments in the
industry should be given careful attention.
The proper balance-sheet presentation of the various classes of
receivables may now be considered. Primarily, there should be
a sufficient segregation and description of the receivables to indi
cate clearly, first, the form of the obligation and the nature of the
underlying security; second, the total amount of the company’s
receivables pledged as collateral to loans; and, third, the collection
status of the receivables, i. e., a separation between current and
past due notes and accounts.
A further classification as to the periods of maturity of the
obligation is of great interest to both management and creditors,
but it is not always feasible to present this information in the
balance-sheet and it may be contained in the report or in a supple
mentary statement. If a portion of the acceptances purchased
has been rediscounted, the conditions of the transactions must be
ascertained and any material points should be set forth in the
financial statements. Assuming that acceptances of a certain
face value have been delivered to the rediscount company which
has advanced cash equivalent to a stated percentage of the face
amount of the notes, the outstanding balance of such redis
counted paper, as well as the amount advanced, should be con
firmed by correspondence with the holders of the acceptances.
The preferable balance-sheet presentation of such a transaction
is to show both amounts on the asset side of the balance-sheet
with the net amount extended as the equity in rediscounted ac
ceptances. The company ordinarily will receive only the excess
of the face value of the acceptances over the amounts advanced
,and will not be called upon to repay the amounts advanced unless
the acceptances in question are in default. However, if it is
desired by the company to show the face value of the rediscounted
acceptances on the asset side of the balance-sheet and the ad
vances received against them on the liability side, no serious
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objection may be raised, provided appropriate references are
made to the contra items.
In making a classification of delinquent receivables for balance
sheet presentation, four factors should be borne in mind, viz.:
(1) Where notes and accounts purchased are guaranteed as to
collection by dealers or manufacturers, the agreements ordinarily
specify the period after maturity during which the seller must
repurchase or make good the account. Hence, it is sometimes
customary to classify as delinquent only those accounts or note
instalments which are past due longer than the period specified
in the agreements. If this is done, however, the fact should be
clearly shown on the balance-sheet.
(2) If the receivables in whole or in part are pledged as security
to loans payable under a trust indenture, the indenture ordinarily
specifies that notes and accounts on which the collections are
delinquent for a certain number of days must be replaced by the
finance company with current collateral. While this stipulation
would not necessarily be reflected in the balance-sheet classifica
tion of delinquents, it might be required if the balance-sheet were
primarily for presentation to the trustee and the holders of col
lateral trust notes, or such a classification might well be presented
to the management in a supplementary statement with the
report.
(3) As the delinquency of one or more instalments of a note
raises some question as to the collectibility of the entire unpaid
balance of the note, there should also be stated on the balancesheet the total present face value of notes having past due instal
ments, particularly in the case of notes purchased without recourse.
(4) The auditor, in the course of verifying the outstanding re
ceivables and ascertaining the amount delinquent, will, of course,
compile a record of collections on delinquent accounts during the
period from the balance-sheet date to the completion of his
examination. Since the best proof of the collectibility of an
account is the receipt of part or full payment thereon, it would
appear reasonable, in order to avoid giving undue importance
to delinquencies of only a few days’ duration, to take cognizance
of this fact by classifying as current rather than past due the note
instalments delinquent at the balance-sheet date but collected
within, say, the following week.
It is not expected that the receivables of the company will be
set forth in such detail as outlined in the foregoing paragraphs in
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a condensed balance-sheet prepared for general distribution, but
such a comprehensive classification giving all essential information
should be used in a balance-sheet for submission to the manage
ment and, when required, to the company’s bankers.
As previously stated, a further analysis of receivables may be
submitted in the report, or in a supplementary statement, which
will be of interest and value to both the management and the
bankers from whom borrowed capital is obtained. For example,
an analysis of the outstanding instalment notes receivable by
nature of businesses and periods of maturity will furnish pertinent
information as to the extent of diversification obtained by the
management and the approximate period required to collect the
principal assets. The amount of time involved in the preparation
of such statements, provided the company’s records are properly
arranged, will be fully warranted, in most instances, by the value
of the information so obtained.
The policy of the company with respect to repossessed collat
eral forfeited by the debtors on delinquent notes has two phases
of importance to the auditor. There first arises the question
of whether or not proper entries have been made recording the
change in nature of the asset where merchandise has been re
possessed by the discount company because of failure of the
debtor to meet his obligations. The note-receivable account
should, of course, be closed and the collateral recorded on the
books as an asset at a value not exceeding the amount of the
uncollected balance of the note. While certain writers have taken
exception to this procedure by stating that repossessions should be
regarded as a change in the legal status of the account pending
disposition of the collateral rather than as an accounting transac
tion, the principal argument advanced by these writers in support
of their view is one of labor-saving expediency. This advantage
is more apparent than real because in a majority of cases collateral
once repossessed is not redeemed by the debtor and must be dis
posed of by the finance company. Repossession of collateral is
resorted to by the finance company only where the accounts have
been purchased without recourse or when the dealers from whom
recourse paper was acquired are unable to repurchase their de
linquent accounts, and the finance company is usually satisfied
before repossessing the collateral that the debtor is definitely
either unwilling or unable to continue payments. Therefore,
since an entry recording the repossession must eventually be
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made in most instances, it would appear advisable to make the
entry immediately on repossession of the collateral and thus
obviate all possibility that (a) the management will be allowed
to lose sight of the true status of the accounts and (b) the accounts
will be incorrectly presented on financial statements. Any ex
penses incurred in repossessing the article should be charged to
current profit-and-loss, unless a reserve has been provided for such
expenses. They should not be added to the value placed on the
collateral.
Secondly, the policy of the management concerning the disposal
of such collateral should be considered. Unless the debtor is
given a certain period in which to redeem the article by meeting
his delinquent payments (a somewhat uncommon practice) it will
ordinarily be found a wise policy to dispose of the merchandise
promptly and to absorb any losses sustained currently rather than
to permit an accumulation of repossessed collateral. If this pro
cedure is followed, the practice of carrying such merchandise on
the books of the finance company at a value equal to the uncol
lected balance of the notes at date of repossession is usually
acceptable, but if it is found that a considerable amount of repos
sessed collateral is on hand at the date of the balance-sheet,
inquiry should be made as to the probable realizable value of such
assets, and any estimated loss should be written off by reducing
the assets to this value. Theoretically, losses, either realized or
anticipated, arising from disposition of repossessed collateral,
should be charged to the reserve for bad debts, but the practice of
some finance companies is to charge such losses against current
operations, combining them with repossession expenses in the
profit-and-loss statement.
In verification of the company’s indebtedness to banks and
others for borrowed capital (ordinarily in the form of collateral
trust notes authenticated by a trustee, as previously described)
it is advisable to obtain both a certificate from the trustee as to
the total amount of notes outstanding and direct confirmation
from the several holders of the notes covering the individual
indebtedness to each. This routine may be readily followed if it
is the company’s practice to discount collateral trust notes at
banks where they are held to maturity; but if the notes obtain
general distribution as commercial paper it will no doubt prove
impracticable to circularize the individual holders, some of whom
may be unknown, and the auditor must rely solely on a certificate
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from the trustee for verification of the total amount of notes
outstanding as shown by the company’s records. It should be
ascertained that the amount of collateral pledged with the trustee
as security to the outstanding notes is in compliance with the
provisions contained in the trust indenture.
A substantial test comparison should be made between the
amounts of equities due to dealers and manufacturers, as shown
by the books, and the percentages specified in the underlying
contracts with dealers relative to the obligations purchased. If
the contracts specify that the amounts retained by the finance
company are to be refunded to the dealers as and when each
instalment of the outstanding obligations is collected, the amount
of the dealer’s equity should at all times be the specified per
centage of the uncollected balance of obligations purchased from
that dealer. It is customary for the finance company to maintain
a detail record of dealers’ equities as well as controls of the out
standing receivables by dealers from whom they were acquired.
If, on the other hand, the agreements provide for refund of the
equities only upon complete realization of the purchased obliga
tions, the equities shown by the books should be in excess of the
amounts computed by applying the specified percentages to the
uncollected balances of each dealer’s receivables, and the exact
amount may be ascertained by reference to the original schedules
of acceptances purchased from any particular dealer.
The balance-sheet presentation of the item of dealers’ equities
is a matter that has not been treated uniformly in the published
statements of finance companies. Some companies have shown
it as a deduction from the receivables, some as a current liability
and others as a reserve on the liability side of the balance-sheet.
Each of these methods is open to certain criticism because the
nature of the item embraces to some extent all three elements.
While it is true that the item must be deducted from the outstand
ing receivables in order to find the company’s actual equity in
them, the gross outstandings are an asset of the company, which
acts as a collecting agent for the dealers, and upon complete
realization of the receivables the dealers’ equities become a definite
and current liability of the finance company. It must also be
pointed out that as the receivables should be stated on the
balance-sheet in considerable detail, as already explained, the
dealers’ equities can be deducted only from the total, else the
balance-sheet presentation becomes too lengthy and involved
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to be readily understood. The account is a reserve only to the
extent that it may be used to make good particular receivables
which are in default, and it is in no sense a reserve applicable
to the receivables as a whole. It would, therefore, appear that
the account should be set forth on the liability side of the balancesheet as a separate and properly described item, unless the bal
ance-sheet is so drawn as to present a current position, and in
that case that portion of the equities which will become payable
during the ensuing year, under the terms of the relative notes
and financing agreements, should be classified as a current lia
bility and the remaining portion should be excluded. Regarding
the value of the account as a reserve for losses, it should be borne
in mind that its value as security is much less if the financing
agreements provide for payment to the dealers when each instal
ment is collected than if the equities are payable on receipt of the
final instalments of the notes receivable. A corresponding segre
gation of the total equities should be made on the balance-sheet
if both conditions exist.
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Harold Dudley Greeley, Editor
This section is not, strictly, a new departure for The Journal, but it will be
sufficiently unlike its predecessors to warrant at least a brief statement of its
objectives. In the first place, it will be a selective news service. It must be
selective, because even the briefest comment on every current decision or stat
ute which might reasonably be of interest to accountants somewhere in the
country would require much more space than properly could be allotted to it.
In the selection of material, the major effort will be to find those matters of the
broadest interest and the widest appeal. One decision of that character is dis
cussed in this issue. Then will come matters of law not related directly to the
practice of accountancy but important because they affect subjects of law in
which the accountant may be expected to uncover questions in the course of
audits or investigations. Several items of this nature are presented in this first
instalment. Now and then matters of lesser import but still thought likely to
be of interest will be mentioned. Even an oddity may be pointed out on rare
occasions, when, for example, a court in all seriousness writes, “The decision
of the court in this case is grounded in the belief that the future possibility in
dicated in the Van Vechten case has fructified into a prognosticated frumentary.” DeLong v. Mass. F. & M. Ins. Co., 256 N. Y. S. 300, 303. Decisions in
tax cases may be discussed rarely, because such highly technical topics can
be treated adequately only in a tax service.
Beginning on the first of January, 1933, reports covering all of the states
in this country and several other English-speaking countries will be scanned
regularly for items of interest. Readers are urged to call the attention of
The Journal to any statute or decision which they may regard as significant
and, if space permits, their contributions will be noted. In all cases, however,
a decision must be identified by a citation of the report in which it is printed or
a state statute must be described by giving the name of the state, the date of
the legislative session and the number of the chapter or title of the act in which
it is to be found. Nothing will be printed without an exact reference which
will enable any reader to study the statute or decision in its original form.
WHEN IS AN INSTRUMENT SEALED?

Among decisions of lesser general importance is one by the appellate division
of the New York supreme court, which is next to the highest court in that
state. It was held that the letters L.S. after the signature of a party to an
instrument not required by law to be under seal are not alone sufficient to con
stitute the instrument a sealed one. To raise the presumption that an instru
ment is sealed although no seal actually appears on it, there must be some
recognition of the seal in the instrument itself, such as “witness my hand and
seal ” or “ signed and sealed.” If a document executed by a corporation through
its ostensible officers contains no internal evidence to show the fact of sealing,
or that the corporate seal was impressed, or that it was in fact the corporate
seal which appeared on it, the presumption arises that the instrument was not
uttered, to speak technically, by the corporation as its sealed obligation. In
such cases, the character of the document becomes a question of fact for the
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jury or the court as the situation may require.
259 N. Y. S. 601).

(Drexler-Rocherter v. Paris,

FIRE INSURANCE BY LIFE-TENANT

The troublesome matter of insurance on property held for a life-tenant and a
remainderman recently arose before the supreme court of Mississippi. A life
tenant in possession had insured the trust property and had paid the premiums
out of his own funds. Some $10,000 were collected after a loss but neither the
value of the property nor the actuarial value of the life estate was disclosed to
the court. The point at issue was whether the life-tenant could keep the entire
proceeds or must account to the remainderman. The court held that fire in
surance is an indemnity to the insured and that the proceeds did not run with
the land nor were they to be treated as taking the place of the property insured.
The life-tenant and the remainderman each had a right to insure his own inter
est in the property, no duty to insure for the benefit of the remainderman was
imposed on the life-tenant, and the life-tenant was held entitled to keep the
entire proceeds of the insurance (King v. King, 143 Southern Rep. 422). The
courts of other states have held that the life-tenant in those circumstances may
retain out of the proceeds only the value of his life estate.
EVASION OF USURY

In times of economic disturbance, usury frequently becomes a topic of
major interest. Recently the New York supreme court had occasion to rule
upon an attempt to conceal usury through the device of incorporating the
borrower, the New York law denying to a corporation the right to plead usury
as a defence (General Business Law, Sec. 374). A mortgagee, after agreeing to
renew a mortgage on payment of a sum in addition to legal interest, required
the organization of a corporation to make the extension agreement. The court
held that this was merely a subterfuge and that the transaction was usurious.
The lender had failed to “invoke the finesse of the usurer.” He should have
refused the extension until the borrower had been incorporated and as a cor
poration had applied for it. “The difference is in the way the lender ap
proached the deal. ... It seems that the teeth have been extracted from the
usury laws. Only the uninitiated fail to escape their requirements.” (Sherling v. Gallatin Improvement Co., Inc., 260 N. Y. S. 229).
AN AUDITOR’S DUTY TO DISCLOSE IRREGULARITY

Canadian Woodmen v. Hooper, et al. (41 Ontario Weekly Notes 328) is one
of two pending cases in our neighboring country which directly involve the work
of accountants. The Canadian Woodmen of the World is an incorporated
fraternal order, of which one Hooper was the chief executive officer. In July,
1927, the directors of the corporation decided to invest about $10,000 in the
purchase of certain railway bonds and it became Hooper’s duty to buy them.
He paid the purchase price to a broker named Clarke, but instead of the rail
way bonds he accepted other bonds because Clarke said that the former had to
be procured from England. This was intended to be a temporary arrange
ment and Clarke promised Hooper to deliver the railway bonds promptly.
Hooper not only failed to report what he had done but he made false entries in
the corporation’s books to show that the investment in the railway bonds had

51

The Journal of Accountancy
been made. Those bonds were never received, but Hooper continued the de
ception by crediting the interest on the other bonds as if it were interest on the
railway bonds.
The other defendants were public accountants who made an audit of the
corporate books in January, 1928. They discovered these facts but did not
report them because Hooper promised to have the matter “ put right ” and be
cause Clarke promised to deliver the railway bonds. Audit reports by these
defendants for 1927, 1928 and 1929, showed the railway bonds as an investment
and each report contained a certificate that “the bonds, debentures and mort
gages have been examined by us and are according to the list annexed hereto.”
When the audit report for 1930 was ready for delivery the auditors disclosed all
of these facts to the president of the corporation who then learned of them for
the first time.
The Canadian Woodmen immediately sued Hooper and the firm of ac
countants for damages. The lower court gave judgment to the plaintiff for the
market value of the railway bonds as of the date of the trial but directed that
upon payment of this judgment ($8,840.32) the other bonds actually received
by Hooper were to be turned over to the defendants. Both Hooper and the
accountants appealed to the court of appeal.
Hooper’s contention on appeal was that he was not negligent and that the
loss was attributable solely to Clarke’s failure to make delivery. The court of
appeal made short shrift of this argument and held that no question of negli
gence was involved but that Hooper had committed a breach of duty of which
the loss was the direct result. The accountants’ appeal was on the ground
chiefly that they were not negligent as auditors, but that if they were negligent
their negligence was not the cause of plaintiff’s loss.
The court of appeal paid little more attention to the accountants’ contention
than it did to Hooper’s. It held that their liability did not depend upon
negligence but was based upon a positive act of misconduct in not reporting the
irregularity when they first discovered it. They were not responsible for a
loss flowing from misconduct by Hooper or from Clarke’s failure to deliver but
they were responsible for any loss which could have been prevented by their
reporting the true state of facts at the time they acquired the information, and
the court sent the matter to the master of the court (corresponding to a referee)
to report on the amount of this loss.
An appeal was taken by the accountants to the supreme court of Canada.
Late in November, 1932, an application made by them and an insurance com
pany for approval of a bond as security upon the appeal was granted by a judge
of the court of appeal (41 Ontario Weekly Notes 409). If the supreme court
grants the right to appeal, hears the argument and renders a decision which is
reported, comment will be made on it in these notes.
Another case, much more interesting, is now wending its way through the
Canadian courts but comment on it will be reserved until the official report of
it has been seen. This is International Laboratories, Ltd. v. Dewar, et al, 3
Western Weekly Reports 174, which involves the liability of an auditor for a
substantial defalcation by an employee of the client, when the client had so
limited the scope of the audit (in order to reduce the auditing cost) as to make
detection difficult if not impossible. This citation was received too late for
comment now but the case will be discussed in our February issue.
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H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions

of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.]
Examination in Accounting Theory and Practice—Part I
November 17, 1932, 1:30 P. M. to 6:30 P. M.
The candidate must answer questions 1 and 2, 3 or 4 and 5 or 6.
No. 1 (30 points):
You are called upon by the president of a corporation to restate the operating
accounts of the company. The chief accountant has recently remodelled the
general ledger, introducing accounts for cost of sales, work in progress and
other accounts appertaining to the operations. These accounts are maintained
in the general ledger, no separate factory ledger having been opened.
At the end of the first month under the new system, the chief accountant has
submitted to the president a statement of operations showing:

Net sales........................................................................... $75,000
Cost of sales...............................................................
43,700

Operating profit.....................................................

$31,300

The president has then asked that figures be submitted showing inventories
at the beginning, purchases, payrolls, etc., but the chief accountant has met
with a serious accident and no one else in the office has been able to furnish the
desired information. You are requested to do this.
Show how you would obtain the desired information and state what sugges
tions you would offer in order that cost of sales could readily be analyzed in
the future.
The operating accounts and journal entries are as follows:
LEDGER
Raw materials
Inventory..........
Voucher record.

Stores

Inventory.........
$10,000 Issues........ ... $15,150
Voucher record.
7,500

$30,000 Issues........ ... $25,500
20,000
Work in progress

Pattern shop overhead

Stores.................. $ 1,150 Work in prog
Voucher record..
50 ress ............ $
Labor..................
75 General plant
Power..................
240 expense.....
Depreciation....
100
Insurance............
50
Taxes.........................
30

Inventory........... $20,000 Cost of sales... $43,700
320
Raw materials... 24,000 Power house...
Stores..................
10,000 Plant account..
1,500
Voucher record..
1,500
Labor..................
5,150
Overhead............
6,870
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Machine shop overhead

Foundry overhead

Stores.................. $ 900 Work in prog-......................... Stores.................. $ 1,500 Work in prog
Voucher record............ 350 ress................ $3,250
Voucher record..
125 ress............ $ 1,950
Labor..................
275
Labor..................
125
Power..................
800
Power................
400
Depreciation....
480
Depreciation....
300
Insurance............
200
Insurance............
125
Taxes.........................
75
Taxes.........................
75

Power house

General plant expense
Raw materials .. $ 1,000 Work in prog
Stores..................
1,300 ress............ $ 1,170
Voucher record..
275
Labor..................
225
Pattern shop
overhead.....
150
Depreciation....
80
Insurance..........
25
Taxes..................
20

Raw materials—
Coal, etc.............. $
Stores..................
Labor.......................
Depreciation....
Insurance...........
Taxes..................
Work in progress

240
400
800
160

Labor—Foundry

Labor—Pattern shop
Voucher record.. $

Pattern shop .. $
500 Foundry...........
150 Machine shop .
350
General offices .
140
100
40
320

650 Sundries........... $

Voucher record.. $ 1,950 Sundries...........

650

$ 1,950

Labor—Machine shop
Voucher record.. $ 3,250 Sundries........... $3,250

JOURNAL ENTRIES

1
Work in progress.....................................................................
Power house..................... .........................................................
General plant expense............................................................
Raw materials..................................................................
Summary of materials used during month.

$24,000
5Q0
1,000

2
Work in progress.....................................................................
Pattern shop overhead...........................................................
Foundry
“
Machine-shop
“
Power house..............................................................................
General plant expense............................................................
Employees’ accounts receivable............................................
Stores................................................................................
Summary of requisitions for the month.

10,000
1,150
900
1,500
150
1,300
150

3
Plant and equipment..............................................................
Work in progress.....................................................................
Raw materials..........................................................................
Stores........................................................................................
Employees' accounts receivable............................................
Advertising...............................................................................
Prepaid insurance....................................................................
Pattern-shop overhead...........................................................
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Foundry overhead.................................................................
Machine-shop “ .................................................................
General plant expense............................................................
Salaries......................................................................................
Labor—Pattern shop..............................................................
“ —Foundry......................................................................
“ —Machine shop.............................................................
“ —Powerhouse...............................................................
Traveling expense...................................................................
General expense.......................................................................
Accounts payable............................................................
Summary of voucher record for the month.

4
Work in progress.....................................................................
Pattern-shop overhead...........................................................
Foundry
“
Machine-shop
“
General plant expense............................................................
Power house.............................................................................
Labor—Pattern shop......................................................
“ —Foundry.............................................................
“ —Machine shop...................................................
“ —Powerhouse......................................................
Distribution of payrolls.
5
Work in progress.....................................................................
General plant expense............................................................
Pattern-shop overhead...................................................
Foundry
“
Machine-shop
“
General plant expense....................................................
Distribution of overhead for the month.

6
Plant and equipment..............................................................
Powerhouse.............................................................................
Cost of sales.............................................................................
Work in progress.............................................................
Cost of shipments during month.
7
Powerhouse.............................................................................
Pattern-shop overhead...........................................................
Foundry
“
Machine-shop
“
General plant expense............................................................
Prepaid insurance...........................................................
Reserve for depreciation................................................
Accrued taxes (property)...............................................
For proportions applicable to factory, viz.:
Power house
Pattern shop
Foundry
Machine shop
General plant

Depreciation Insurance
$ 140
$100
100
50
300
125
480
200
80
25

$500

$1,100
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$

125
350
275
5,000
650
1,950
3,250
350
350
650

$49,100

5,150
75
125
275
225
350
650
1,950
3,250
350

6,870
150
650
1,950
3,250
1,170

1,500
320
43,700
45,520

280
180
500
755
125
500
1,100
240

Taxes
$ 40
30
75
75
20

Total
$ 280
180
500
755
125

$240

$1,840
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8
Pattern-shop overhead.............................................................
Foundry
“
Machine-shop
“
General office.............................................................................
Powerhouse.......................................................................
Distribution of overhead for month.

$

240
400
800
160

$1,600

Solution:
Here we are confronted with a situation in which a corporation has just
installed a job cost system—or, at least, has just tied in its job cost system with
its general ledger accounts.
The candidate, after studying the problem and noting the variations between
actual and applied overhead, and the apparently arbitrary rates of 100 per cent
of direct labor used in each department, may be sorely tempted to redistribute
the overhead in an attempt to arrive at actual cost.
Before making a redistribution, however, the candidate should consider two
factors: (1) the possibility of an accurate distribution, and (2) the desirability
of a distribution.
(1) The $3,480 of unabsorbed overhead can readily be spread proportionately
over the total of the shipments for the month plus the closing inventory of
work in progress:
Unapplied overhead
Per
Fraction Amount Actual
books
Cost of shipments..................... ... $45,520 4552/6752 $ 2,346 $47,866
22,000 2200/6752
1,134
23,134
Work in progress, closing........
$67,520

6752/6752

$ 3,480

$71,000

However, there is no assurance that this allocation is correct; it is probably
incorrect, for the cost of shipments includes $20,000 of opening inventory
which required a smaller proportion of labor (and overhead) this month than
goods wholly completed during the month. Furthermore, the cost of ship
ments includes a charge to plant which may have been made on the basis of
material and labor only, and a charge to power expense which, if increased, will
require a re-application of the overhead already applied.
(2) Even assuming that all the facts were known, so that the overhead could
be redistributed with scientific accuracy, would such a course be advisable?
Hardly, because an adjustment of the closing inventory would require an ad
justment of each cost sheet, in order that the job could be charged out correctly
when it was completed. This method would entail considerable work with
few benefits, and would require a separation of labor and overhead on each job
by months as well as departments for the end-of-month adjustments. Ad
justment of the monthly statements without adjustment of the books, while
it would cut down the cost sheet detail, would create the new complication of
ascertaining how much of the previous month’s inventory adjustment applies
to goods held over.
Thus a strong argument is presented against using the actual costs, even
with no consideration of the possibility that an overhead rate of 100 per cent.
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240

1 ,440

320

320
1,500
43,700

1,500
43,700
$25,480
$22,000
3,480

Balances...............................................................

Inventory at end of month ......................................
Unabsorbed overhead................................................
$22,000

$22,000

$ 320

$1,045

$1,045

$1,045

150
500

75

160

$1,380

350

100
50
30

$1,150
50

Pattern
shop

$ 930

$67,520

6,870

$55,500
5,150

40

140
100

$ 500
150

$70,680

160

$70,840

Total
$20,000
25,500
15,000
2,300
6,200
1,100
500
240

Power
house

Totals...................................................................
Finished goods charged to:
Powerhouse............................................................
Plant and equipment.............................................
Cost of sales............................................................

Totals ...................................................................
Distribution of labor.................................................
Distribution of power house costs:
To factory ..............................................................
To general office....................................................
Transfer of portion of shop overhead to general
plant expense ..........................................................
Factory overhead charged to production...............

Inventory at beginning of month ............................
Raw materials.............................................................
Stores...........................................................................
Miscellaneous..............................................................
Labor...........................................................................
Depreciation...............................................................
Insurance.....................................................................
Taxes ............................................................................

Work in
progress
$20,000
24,000
10,000
1,500

. .

$ 100

$ 100

$ 100

1,950

400

125

$1,525

75

125

$ 430

$ 430

$ 430

3,250

800

$2,605
275

75

480
200

300

125

$1,500
350

$ 900

$1,905

$1,905

$1,905

1,170

150

225

$2,700

20

25

80

275

$1,000
1,300

Machine plant
Foundry
shop
expense

A Corporation
Summary and distribution of costs by departments for the month of .

$350
350

$350

$650
650

$650

$1,950
1,950

$1,950

$3,250
3,250

$3,250

General
Power Pattern
Machine
house
shop Foundry shop

Labor
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will produce a normal cost, a cost which averages out the seasonal fluctuations
and is more satisfactory than the actual cost. One fact (use of a 100 per cent
overhead rate in all departments, whereas the actual overhead varies from
slightly more than 100 per cent to almost 300 per cent of labor cost), may
indicate that the accountant failed to consider each department separately in
setting the rates, and that a recomputation should be made; such a conclusion
is not warranted without more information.
A Corporation
Statement of cost of sales for the month of . . .

Materials:
Inventory, at beginning of month.................
Purchases............................................................

Inventory, at end of month............................

$30,000
20,000
---------- $50,000
24,500

Raw materials used...........................................
Direct labor............................................................
Manufacturing expense:
Stores used.....................................................
$15,000
Miscellaneous.....................................................
2,300
Indirect labor.....................................................
1,050
Depreciation.......................................................
1,100
Insurance............................................................
500
Taxes...................................................................
240
---------Deduct: power house expense charged to
general office..............................................

Total manufacturing expense......................
Unabsorbed manufacturing expense:
Pattern shop......................................................
Foundry..........................................................
Machine shop.................................................
General plant expense..................................

$25,500
5,150

$20,190
160
$20,030

$ 1,045
100
430
1,905
----------

3,480

16,550

Total manufacturing cost....................................
Deduct: increase in work-in-process inventories:
Inventory at end of the month......................
Inventory at beginning of the month...........

$47,200

$22,000
20,000
2,000

Cost of shipments.................................................
Deduct: finished product charged to plant and
equipment...............................................

$45,200

Cost of sales...........................................................

$43,700
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Apparently the corporation is using some kind of job cost record, as indi
cated by the journal entry crediting out the shipments for the month. A
better analysis of the cost of sales could be obtained if the work-in-progress
account were broken down into three accounts—materials in process, labor in
process, and overhead in process (it might even be desirable to divide the labor
and overhead applied departmentally). Then the journal entry at the end of
the month would show how much materials, labor, and overhead had entered
into the cost of the goods sold. The cost statement would not contain the
item of “variation in inventory of work in progress,” as each of the elements
of cost would be separately adjusted for this variation.
In order to facilitate the preparation of the cost summary, it is suggested
that each departmental overhead account be supported by detail accounts, and
further that the credit for overhead applied be posted to a separate account.
The difference between the sum of the detail accounts (a debit) and the applied
account (a credit) would represent the over- or under-absorbed overhead. The
overhead accounts could be kept on columnar distribution sheets (using as
many columns as necessary), in this manner:
Pattern Department Overhead
Insur
ance
4

Depreciation
5

Transfers
6

Total

Applied

10

A

In this solution, stores are treated as supplies, and hence as overhead; they
may have been finished parts.
While the unabsorbed overhead may be deferred at the end of each month,
the balance under- or over-absorbed at the end of the normal or fiscal year
should be closed out to operations.

No. 2 (30 points):
You are engaged by a certain professional association, founded January 1,
1929, to audit the books of account and records for the period of one year and
six months ended June 30, 1931. The purpose of this organization is to pro
mote the welfare of the profession. To this end it engages in various activities,
principally the publication of monthly bulletins containing data of interest to
its members. These bulletins are printed by outside printers and are mailed
each month to the membership. At the end of the year, additional bound
volumes of the twelve issues are available to the members for $8.60 a volume.
Extra copies of the monthly bulletin are sold at 50 cents each.
The membership dues are $10 per annum, payable in advance, and it is cus
tomary to charge the members with the full year’s dues on January 1st. All
dues for 1931 are paid.
A trial balance of the books as at June 30, 1931, before audit adjustments,
was as follows:
Cash in bank..............................................................................
$ 5,300
Accounts receivable—members...............................................
11,250
“
“
—advertising.
..................................
625
Inventory of publications—December 31, 1930...................
20,800
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Accrued interest receivable......................................................
Stocks and bonds......................................................................
Furniture and fixtures..............................................................
Prepaid insurance......................................................................
Accounts payable......................................................................
Reserve for depreciation..........................................................
Surplus........................................................................................
Membership dues—1931..........................................................
“
“ —1932..........................................................
Sales of bulletins........................................................................
“ “ advertising matter......................................................
Interest on investments...........................................................
Salaries........................................................................................
Printing bulletins......................................................................
Office expense.............................................................................
Depreciation...............................................................................
Binding........................................................................................

$

200
15,000
5,400
70

$ 2,700
1,250
37,748
32,500
1,500
4,442
3,250
300
10,000
11,420
2,455
270
900

$83,690 $83,690

The profit-and-loss account for the year ended December 31, 1930, as dis
closed by items in the surplus account on the books, was as follows:
1930
Membership dues—1930..........................................
$38,000
“
“ —1931..........................................
400
Sales of bulletins.......................................................
9,840
“ “ advertising matter......................................
4,450
Interest on investments...........................................
700
Total...................................................................

$53,390

Opening inventory....................................................
Binding bulletins.......................................................
Printing bulletins......................................................

17,600
900
22,940

Total....................................................................
Closing inventory.......................................................

$41,440
20,800

Remainder..........................................................
Salaries........................................................................
Office expense.............................................................
Depreciation...............................................................

$20,640
17,700
2,600
525

Total....................................................................

$41,465

Net profit to surplus.................................................

$11,925

Inventories of publications (by quantities) on hand, at closing dates, were
as follows:
Single
Bound
Unbound
bulletins
sets
sets
June 30, 1931:
11,000
1931............................
1,500
700
250
1930..................................... ................
3,500
1,100
1,380
1929..................................... ................
December 31, 1930:
2,000
700
300
1930..................................... ................
3,700
1,100
1,500
1929..................................... ................
December 31, 1929:
4,100
1,100
1,900
1929..................................... ................
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The cost of printing is 30 cents a bulletin, and the cost of binding $3 a volume.
During the period under review, 6,000 copies of each month’s bulletin were
printed.
The liabilities as at June 30, 1931, are all shown on the books.
It is agreed that the bound and unbound bulletins for the year 1929 are to be
written down to one half on December 31, 1930; and on June 30, 1931, to one
quarter of their cost. The bulletins for 1930 are to be written down to three
quarters of their cost on June 30, 1931.
You are required to prepare the following statements:
(a) Balance-sheet as at June 30, 1931.
(b) Income statements for the year 1930 and for the six months ended
June 30, 1931.
(c) Statement showing opening and closing inventories, purchases, distribu
tion and sales of bulletins for each period. Show quantities and
amounts.
Submit your working papers.
Solution:
Schedule I

Professional Association
Statement of determination of sales by quantities
(Unbound sets of 12 bulletins each are included with single bulletins.)
1929 Issues

Inventory, December 31,1929.. .
Printed during 1930 (6,000 copies
per month)................................
Bound during 1930......................

1931 Issues

1930 Issues

Single
Bound
sets
bulletins
1,900
17,300

Bound
sets

Single
bulletins

300

72,000
3,600

1,900

17,300

300

68,400

Deduct:
Distribution during 1930 (3,800
monthly)...............................
Inventory, December 31, 1930

1,500

16,900

300

45,600
10,400

Total.......................................

1,500

16,900

300

56,000

Sales during 1930.........................

400

400

Inventory, December 31, 1930.. .
Printed during 1931.....................

1,500

16,900

Total......................................

Deducted:
Distribution in 1931 (3,290
monthly)...............................
Inventory, June 30,1931.........

Bound
sets

Single
bulletins

12,400
300

10,400

36,000

1,380

16,700

250

9,900

19,740
11,000

Total......................................

1,380

16,700

250

9,900

30,740

Sales during six months ended
June 30, 1931............................

120

200

50

500

5,260
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Schedule II

Professional Association

Statement showing sales by quantities and amounts for the year ended
December 31, 1930 and the six months ended June 30, 1931
Year ended
December 31, 1930

Six months ended
June 30, 1931

Quantities Amount Quantities Amount
Sets:
1929 issues...........................
1930 issues...........................

400

Total (at $8.60 each). . .

400

Single copies:
1929 issues.......................
1930 issues...........................
1931 issues...........................

400
12,400

Total (at $.50 each) . . ..

12,800

120
50

$3,440

62

$1,462

200
500
5,260

6,400
$9,840

Total Sales...............................

170

5,960

2,980

$4,442
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1,900
1,100
4,100

Unit

$6.60
3.60
.30

price

$17,730.00

$17,730.00

$12,540.00
3,960.00
1,230.00

Amount

300
700
2,000

1,500
1,100
3,700

Quantity

$ 7,485.00

1,980.00
555.00

$ 4,950.00

Amount

$12,585.00

$ 5,100.00

$6.60 $ 1,980.00
3.60
2,520.00
.30
600.00

.15

$3.30
1.80

Unit
Price

11,000

250
700
1,500

1,380
1,100
3,500

Quantity

.30

.225

$4.95
2.70

$1.65
.90
.075

Unit
price

$10,294.50

$ 3,300.00

$ 3,465.00

1,890.00
337.50

$ 1,237.50

$ 3,529.50

990.00
262.50

$ 2,277.00

Total write downs................................................................................................................

1929 issues:
Bound sets ................................................................................................................................
Unbound sets ............................................................................................................................
Single copies.............................................................................................................................
1930 issues:
Bound sets ................................................................................................................................
Unbound sets ............................................................................................................................
Single copies..............................................................................................................................

$7,485.00

1,980.00
555.00

$ 4,950.00

$3.30
1.80
1,500
1,100
3,700

.15

Amount

Unit
Quantity

Write downs

For the year ended
December 31, 1930

412.50
630.00
112.50

.075

1.65
.90
.075
250
700
1,500

$4,684.50

990.00
262.50

$1.65
.90

$ 2,277.00

Amount

Write downs

Unit
1,380
1,100
3,500

Quantity

For the six months ended
June 30, 1931

Note: The unit price of unbound sets is shown as twelve times the unit price of single copies.The problem states that “ the bound and unbound bulletins for
the year 1929 are to be written down to one-half on December 31, 1930; and on June 30, 1931, to one-quarter of their cost.The bulletins for 1930 are to be
written down to three-quarters of their cost on June 30, 1931.”
The loss due to these write downs may be determined as follows:

Total inventory ....................................................

Single copies..............................................................

1931 issues:

Total 1930 issues..................................................

1930 issues:
Bound sets ................................................................
Unbound sets ............................................................
Single copies.............................................................

Total 1929 issues..................................................

Unbound sets ............................................................
Single copies.............................................................

1929 issues:
Bound sets ................................................................

Quantity

III

Amount

Schedule

P rofessional Association
Statement showing computation of inventories as at December 31, 1929, December 31, 1930 and June 30, 1931
December 31, 1929
December 31, 1930
June 30, 1931

Students' Department
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Exhibit A

Professional Association
Statement showing cost of bulletins for the year ended December 31, 1930, and for the six
months ended June 30, 1931

Opening inventory...............................
Printing.................................................
Binding..................................................
Total..............................................
Deduct: closing inventory at cost:
Closing inventory (schedule III). . .
Writedowns........................................

Year ended
December 31, 1930
$17,730.00
21,600.00
900.00

Six months ended
June 30, 1931
$12,585.00
10,800.00

$40,230.00

$23,385.00

$12,585.00
7,485.00

20,070.00

$10,294.50
4,684.50

$ 8,406.00
*

$20,160.00

Total cost of bulletins...................

14,979.00

Writedown
December 31, 1930

1929 issues sold during period:
Sets.................................................................................................
Single copies..................................................................................

120
200

Per unit

Total

$3.30
.15

$396.00
30.00
$426.00

Total..........................................................................................

Exhibit B

Professional Association
Statement of profit and loss for the year ended December 31, 1930, and for the six months ended
June 30, 1931
Year ended
December 31, 1930
Income:
Dues.....................................................
Sales of bulletins................................
Sales of advertising............................
Interest on investments....................

Total income...................................
Expenses:
Cost of bulletins sold and distributed
(exhibit A)..................................
Writedown of closing inventory....
Salaries.................................................
Office expense.....................................
Depreciation.......................................

Six months ended
June 30, 1931

$16,450.00
4,442.00
3,250.00
300.00

$38,000.00
9,840.00
4,450.00
700.00

$52,990.00

$24,442.00

$ 8,406.00
4,684.50
10,000.00
2,455.00
270.00

$20,160.00
7,485.00
17,700.00
2,600.00
525.00

Total expense..................................

48,470.00

25,815.50

Net profit (loss*)....................................

$ 4,520.00

$ 1,373.50*

* No adjustment is made to give effect to the fact that the opening inventory contained 1929
bulletins valued below cost, which were sold during the period; this would increase the cost by
$426, as computed below.
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Exhibit C

Professional Association
Balance-sheet—June 30, 1931

Assets
Current assets:
Cash..............................................
Accounts receivable:
Members....................................... $11,250.00
Advertising..................................
625.00
Accrued interest..............................
Inventory of publications:
1931 bulletins, at cost................
1930 bulletins, at 75% of cost..
1929 bulletins, at 25% of cost..

$ 5,300.00

11,875.00

200.00
$ 3,300.00
3,465.00
3,529.50

Prepaid insurance...............................
Investments in stocks and bonds. . .
Furniture and fixtures........................
Less: reserve for depreciation.........

10,294.50

$27,669.50
70.00
15,000.00

$ 5,400.00
1,250.00

4,150.00

$46,889.50
Liabilities and net worth
Current liabilities:
Accounts payable............................
Membership dues paid in advance:
1931...................................................
1932...................................................

$ 2,700.00
$16,450.00
1,500.00

Net worth:
Balance, December 31,1929 (as ad
justed).......................................
Net profit (loss
*)
—exhibit B:
For the year ended December
31,1931................................. $ 4,520.00
For the six months ended June
30,1931.................................
*
1,373.50

Total net worth...........................

17,950.00

$23,093.00

3,146.50
26,239.50

$46,889.50
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Explanatory adjusting entries
(1)
Surplus......................................................................................
Profit and loss—1930.........................................................
To set out the latter figure from surplus.
(2)
Surplus......................................................................................
Binding.................................................................................
This $900 must represent the cost of binding the 1930
issues (300 sets at $3), as no binding of 1931 issues has
yet been done. Since a charge of $900 appears in the
1930 statement for binding (part of the 1929 expense),
this entry is made to surplus.
(3)
Surplus......................................................................................
Printing.................................................................................
Profit and loss—1930..........................................................
Here, as above, the expense has in the past been re
corded at the time of payment, rather than at the time
it was incurred. The cost of printing is stated to have
been 30 cents a copy, or $1,800 a month (6,000 copies);
the above entry adjusts the expense to this basis.
(4)
Profit and loss—1930 ..............................................................
Membership dues—1931....................................................•
1931 dues taken up as income in 1930.
(5)
Profit and loss—1930 .............................................................
Surplus..................................................................................
To adjust accounts for error in inventory at Decem
ber 31, 1929:
As corrected............................................... $17,730
Per books....................................................
17,600

Adjustment............................................

$
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$11,925

900

900

1,960
620
1,340

400

400

130

130

130

(6)
Profit and loss—1930..............................................................
Inventory of publications..................................................
To adjust December 31, 1930, inventory:
As revalued................................................
$12,585
Per books....................................................
20,800

Adjustment............................................

$11,925

$ 8,215

8,215

8,215
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Deferred dues income— 1931........................................
Deferred dues income— 1932........................................
Inventory, June 30, 1931..............................................
Net loss ............................................................................

Profit and loss— 1930.....................................................

Membership dues— 1931...............................................
Membership dues— 1932...............................................
Sales of bulletins............................................................
Sales of advertising matter ...........................................
Interest on investments ................................................
Salaries............................................................................
Printing bulletins...........................................................
Office expense.................................................................
Depreciation...................................................................
Binding ............................................................................

Cash in bank ...................................................................
Accounts receivable—members....................................
Accounts receivable—advertising................................
Inventory of publications—December 31, 1930........
Accrued interest receivable...........................................
Stocks and bonds...........................................................
Furniture and fixtures...................................................
Prepaid insurance..........................................................
Accounts payable...........................................................
Reserve for depreciation...............................................
Surplus............................................................................

(4)
(5)
(6)

900.00

(2)

$41,480.00

10,000.00
10,800.00
2,455.00
270.00

$16,450.00

10,294.50 10,294.50
1,373.50
1,373.50

4,442.00
3,250.00
300.00

16,450.00
1,500.00

4,520.00

$41,480.00 $36,110.00 $36,110.00 $49,513.00 $49,513.00

400.00 (1) 11,925.00
130.00 (3) 1,340.00
8,215.00
(7) 16,450.00
(7) 1,500.00

620.00

(3)

400.00

1,250.00
23,093.00

130.00

$ 2,700.00

200.00
15,000.00
5,400.00
70.00

11,250.00
625.00

Balance-sheet
$ 5,300.00

1,250.00
37,748.00 (1) $11,925.00 (5)
(2)
900.00
(3)
1,960.00
32,500.00 (7) 16,450.00 (4)
1,500.00 (7) 1,500.00
4,442.00
3,250.00
300.00

(6) $ 8,215.00 $12,585.00

Profit and loss

$ 2,700.00

$83,690.00 $83,690.00

10,000.00
11,420.00
2,455.00
270.00
900.00

625.00
20,800.00
200.00
15,000.00
5,400.00
70.00

$ 5,300.00
11,250.00

Adjustments

Working papers—June 30, 1931

Trial balance
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(7)
Membership dues—1931........................................................
Membership dues—1932........................................................
Deferred dues income—1931.............................................
Deferred dues income—1932.............................................
To defer portion of dues income unearned at June
30, 1931.
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$16,450
1,500
$16,450
1,500

Correspondence
LET US GET TOGETHER
Editor, The Journal of Accountancy:
Sir: Referring to the excellent article of G. C. Shannon on The Shoe Manu
facturing Industry appearing in the October Journal, I note that in his form
for profit-and-loss statement, Mr. Shannon deducts discounts allowed cus
tomers from his gross sales and also deducts discount on purchases from his
cost of materials instead of including the item “discount” under the adminis
trative and general section. I fully appreciate that accounting authorities
have made such a procedure permissible; however, where the practice of de
ducting discounts from purchases and sales is used, it is generally pointed out
that the amount deducted from sales should be the full discount which custom
ers can take, and the amount deducted from purchases should be the full dis
count that could have been taken if all allowable discounts had been taken
advantage of, and, in the administrative and general section, offsetting accounts
should be set up to show the difference between the amount of discounts allow
able in each case and the amount of the actual discounts taken in order that a
proper picture might be shown of the financial condition of the company and
of its ability to take advantage of the cash discounts.
I believe it high time that the accounting profession take a definite stand on
the question of discounts, and it is my opinion that the majority of the pro
fession today leans to the showing of discounts received and taken in the
financial section of the profit-and-loss account in conjunction with interest
received and interest paid accounts. I believe this is particularly necessary in
this period of stress, when it is important to the stockholders of a company to
know whether or not financial conditions of the company permit it properly to
discount its bills and, if so, what penalty in the shape of interest it pays to place
it in position to take advantage of these discounts.
To illustrate my point, I well remember a partnership existing between three
of my friends about forty years ago. In this partnership, an elderly gentleman,
of ample finances, agreed to finance two young men of his acquaintance in the
wholesale notion business. He furnished the capital and received as his share
of the profits all the cash discounts taken by the firm, and the two young men
received as their share of the profits that portion of the profits which was made
by the merchandising part of the business. With this picture in mind, I have
always been a strong advocate of showing interest and discounts in the financial
section of the profit-and-loss statement, of their elimination as a part of the
cost of merchandise and of their use as a reduction of the amount received for
sales.
With the public and the bankers insisting that accountants’ statements be
made to clearly reflect business conditions and because of the charges by the
public and the bankers that accountants’ statements are confusing because of
different treatments of the same items by different accountants, I respectfully
suggest that we eliminate one of these causes of confusion by establishing a
fixed method by the professional accountants in the treatment of discounts.
I should like to see this subject fully discussed in The Journal and later some
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definite action taken by the Institute membership as a whole or by the council
as the representative of the membership.
I would suggest the advisability of publishing this letter in The Journal of
Accountancy in order that the subject may be discussed through this medium,
as a preliminary to some definite action by the Institute.
Yours truly,
G. V. W. Lyman.
New Orleans, Louisiana.
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INTERMEDIATE ACCOUNTING, by Harry Altschuler.
Press Co., New York. 335 pages.

The Ronald

We have here a collection of fifteen lectures under the general title of Inter
mediate Accounting, one of the series of the complete accounting course as used
at Northwestern university. With no general standard as to just what is
comprised in the term “ intermediate,’’ every institution being its own authority,
it must suffice to state the subject of each lecture, viz: the balance-sheet, profitand-loss statement, application-of-funds statement, analysis of changes in
profits, capital and revenue expenditures; depreciation, joint-venture account
ing, consignments, domestic-branch accounting, foreign-branch accounting, con
solidated balance-sheet—100 per cent ownership, consolidated balance-sheet—
minority interests, accounting on liquidation basis, accounting for corpus and
income and general review questions. It is apparent that many of these sub
jects might well be classed as higher accounting, and some as special phases.
No words are wasted in discussions or reasons why; the student is simply told
what to do. Definitions are succinct and clear, the illustrations well con
structed and to the point, and the problems and questions for each lecture are
adequate to test the student’s understanding of it. The wisdom of supplying
solutions and answers (at the close of the following lecture) may be questioned,
but supplementary review questions without answers are also provided.
The loose-leaf binding is most exasperating owing to the narrow binding
margin, making it difficult to read the inside edges of the page, and impossible
to lay the book open on a desk for reference. This sort of binding may have
its purposes and advantages for the students of Northwestern university, but
for general readers the ordinary book-binding would be preferable.
W. H. Lawton.

THE CRISIS IN HOSPITAL FINANCE, by Michael M. Davis and C.
Rufus Rorem. The University of Chicago Press. 235 pages.
During the closing years of the last century, I was obliged to become ac
quainted with—and soon became deeply interested in—the accounts of hos
pitals, but at that time could find only one book on the subject, and that was a
small pamphlet written by Gerard Van de Linde and published in London
in 1888. Since then much has been written on the subject and I must plead
guilty to having added to the flood.
The latest addition consists, in the main, of studies which have appeared in
various magazines, and the authors say that it is now published “in the thought
that their collective issue at this time might perhaps stimulate thought and
action upon the difficult and pressing issues which confront the trustees, admin
istrators, physicians, public officials and others concerned with hospitals and
clinics.”
The work is divided into four parts dealing, respectively, with
1. The general situation.
2. Economics and hospital care.
3. Problems of hospital finance.
4. Issues and experiments.
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These headings, taken with the above quotation, indicate the classes of read
ers to whom the book is addressed, and it will be noticed that accountants are
not specifically mentioned. To those directly concerned with hospital manage
ment there is much that is of deep interest, but the book does not directly
concern the accountant, as such, although chapter XII on “fixed charges in
hospital accounting” is adapted from an article written by Mr. Rorem which
appeared in the issue of The Journal of Accountancy for June, 1931.
By the same mail which brought the book to me, there came from England
the annual report of King Edward’s hospital fund in which the Prince of Wales
speaks of the fact that each year it appears to be more difficult to carry on than
it has been in the past, yet the public responds; but to strengthen this response
it is necessary that those connected with hospitals should inform the public of
the various difficulties existing. For such a purpose the present work has much
value.
The brevity of this notice must not be taken as indicating the value of the
book, but merely its usefulness to the practising accountant.
Walter Mucklow.
CUTTING CLERICAL COSTS, by Eugene J. Benge.
Company, Inc., New York, 1931. 327 pages.

McGraw-Hill Book

Notwithstanding that in some quarters the extent of realizable reductions
in the cost of clerical operations has been considerably overestimated, Cutting
Clerical Costs might well be read advantageously not only by office managers,
to whom principally it is addressed, but also by those having an interest generally
in efficient and economical office operation.
Mr. Benge’s treatment of his subject is largely from an engineering viewpoint.
His assertion that scientific-management principles have been quite neglected
in the office function and his conviction that economic forces which have
resulted in the wide-spread application of those principles in the shop also will
operate to bring about “ mass production, mechanization, and standardization ”
in office practice suggest the general tenor of the book. The scientific-manage
ment principles and procedures calculated to bring about reductions in clerical
costs are set forth in thirteen chapters.
Methods for office improvements are presented by the author in commend
able detail and in a readable style, with adequate illustrative material. The
proper correlation of the office layout and the flow of work and the determina
tion of the quantity and quality of space requirements is covered in an interest
ing chapter. This latter phase of office management is not frequently en
countered but the former is ever present and only too seldom does it receive the
consideration which it deserves as an important factor in efficient and economi
cal office operation.
To an accountant, the material devoted to improvement of office methods
may impart an impression of incompleteness. However, when it is borne in
mind that the subject matter is clerical work generally and when consideration
is given to the author’s statement that “ practically all accounting work consists
of clerical acts, although not all clerical acts belong to the field of accounting,”
the presentation chosen becomes readily understandable. In point of reduc
ing the cost of work described generically as clerical operations, the principles
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enunciated are meritorious and ably presented. Their applicability to work
strictly accounting in nature is only a matter of degree.
Means of achieving economy in what Mr. Benge succinctly but expressively
describes as “paper work” are dealt with in a practicable manner. They will
be found to be worthy of study by even the most efficiently managed office
organizations.
Brief descriptions of the usual types of office equipment are given, together
with methods for determining their need and for choosing the proper equipment
to meet particular requirements. As the author recognizes, continuing ad
vances in the office-equipment field make it extremely wise to investigate
thoroughly the available equipment whenever replacements or additions are
contemplated. A mathematical formula for estimating the probable savings in
machine methods as opposed to hand methods is given by Mr. Benge, but it is
admitted that the conclusiveness of the results indicated by the calculation is
dependent in the first instance upon the correctness of the assumptions which
must be made.
The selection, training, and compensation of clerical employees, as well as
non-financial incentives for increasing their output, are treated in elaborate
detail. While the processes which are delineated often approach the idealistic,
many organizations would find much of immediate value in the principles and
procedures expounded.
Towards the close of the book, there arises the impression of a tendency to
cover much ground in a somewhat abbreviated fashion. In consequence, the
standard of preceding chapters is not maintained and, more important, some
rather untenable assertions are made.
In relation to the use of operating ratios as a means of control, the state
ment is made that “where there is a preparatory element chargeable to the
operation (of direct labor) whether one unit or a million units are produced, the
use of the ratio method of analysis and control is weak or invalid.” This quite
dogmatic assertion unfortunately fails to recognize that properly contrived and
practicable methods of accounting will result in avoiding the pitfall mentioned
and that the element of set-up, per se, need not have the vitiating influence
attributed to it.
A subtle disparagement of the use of standard costs as applied to production
is decidedly incompatible with the author’s advocacy of standards in many
phases of office practice. The premise which is advanced that volume and
repetitiveness must be present in order to warrant the use of standard costs is a
mistaken idea that has been conclusively controverted.
An inferential condoning, in the interest of economy, of occasional spot
costing as a substitute for continuous costing is not in keeping with the sound
ness of principle otherwise generally evident throughout the work. Such a
practice is so inimical to a proper control of costs that it has no place in the
modem office, even as a measure for “cutting clerical costs.”
T. R. Sullivan.
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
MARKETABLE SECURITIES ON BALANCE-SHEET

Question: The balance-sheet shows marketable securities at cost. Since
the date of acquisition there has been a shrinkage of approximately 50 per cent
in the market value of these securities. Would it be well to deduct a reserve
for this shrinkage direct from the asset itself on the balance-sheet or would it
be better policy simply to appropriate a portion of the earned surplus as a
reserve for this shrinkage? If neither of the above methods is correct, we would
appreciate information on the method which you would suggest.
Answer No. 1: The question does not state whether the company is an
investment trust or an industrial concern. It is generally thought to be the
best practice in the case of any industrial company to carry marketable securi
ties in the balance-sheet at market value, either by way of writing down such
securities or deducting a sufficient reserve from the cost. Even in the case of
an industrial company the relative size of the amount is of importance. In
some cases the shrinkage in market value of securities is trivial in comparison
to the total current assets. In such instances it would be acceptable to indicate
parenthetically the market value of the securities if the company does not wish
to write them down to market. In the case of other industrial companies,
however, the marketable securities may make up a material part of the current
assets and the shrinkage, if not deducted, would distort the current asset
position.
In the case of investment trusts, the practice is not uniform. However, it is
probable that the best practice in the case of investment trusts is to carry the
securities at market values. Many statements will be found, however, in which
large shrinkages are indicated only by the parenthetical statement of the
market value.
In an investment trust the question as to whether a reserve or write-down
should be charged to earned surplus depends on the policy of the company in
showing profits or losses realized on securities. If an investment trust has
segregated surplus representing realized profits or losses on securities, any write
down of the securities on the balance-sheet should be charged against such
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segregated surplus so far as it is available. As a general rule, however, when
there has been no such segregation of surplus, any write-down should first be
charged to earned surplus and, if the write-down is in excess of earned surplus,
it should be charged against capital surplus.
Answer No. 2: 1. In general we believe that the marketable securities
should be shown on the balance-sheet at cost in the following manner: “ market
able securities (market value $150,000) at close $300,000.”
2. If a very unusual situation presents itself we believe the accountant should
consider all the facts and suggest to the board of directors of the corporation his
views of the matter.
3. The New York stock exchange, for the purpose of securing reasonable
uniformity in the annual reports of listed companies, requires that:
“Full disclosure should be given of any change since the previous annual
report in the basis of valuation in investments, inventories or property account.”
4. Seemingly a full disclosure as to marketable securities is given when the
market value appears upon the balance-sheet. This market value fluctuates
from day to day and it would hardly be possible to keep on adjusting surplus to
meet the change which occurs daily.
5. If the object sought is to prevent an ill advised distribution of earned
profits as dividends to stockholders, a footnote could be attached to the earned
surplus calling attention to the decline in the market value of marketable
securities and stating that the earned surplus at the given date is subject to a
possible reduction by reason of any loss which might be sustained upon sale of
the said securities, which for conservative purposes is measured by the loss in
the value at the date.
6. If the situation is acute and seems to call for positive action we think it
would be better to set up a reserve for contingencies as a charge against earned
surplus rather than to follow either of the plans suggested.
7. While the condition with respect to the value of marketable securities is
pertinent at the present time, it might be said that not only current assets of
this nature but also fixed assets have had a drop in value which may have a
material bearing upon the condition shown in any balance-sheet. The current
position might be sound as to a creditor even with the decline of 50 per cent in
the value of securities, but the position as a whole from a stockholder’s stand
point might well be quite serious.
8. A banker will analyze a statement when credit is asked. He will also ask
for whatever information he requires which is not stated on the balance-sheet.
Stockholders and the general public are inclined to take a statement literally
and to accept it without the investigation the banker gives it.
9. And from all of this we are brought to the conclusion that an accountant
can so qualify the items on the balance-sheet and in his certificate that no one
need be in doubt what the balance-sheet represents should he take the trouble to
study it carefully, and that book entries are not really needed to express the
facts except where the directors have seen fit to pass resolutions about the
situation.

PROFITS AND LOSSES OF SUBSIDIARY COMPANY

Question: A large corporation controls a small selling organization for one
class of trade only. This selling organization is separately incorporated.
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The parent corporation has carried the investment in the selling organization
(100%) at cost, since the investment is a permanent one, and since a consoli
dated balance-sheet is furnished in addition to the individual corporation
statements.
Is this procedure correct? Or should the profits and losses of the subsidiary
be reflected in the parent-company books? No dividends have ever been paid
on the selling-company stock.
If profits are not taken up, should losses be taken, on the theory that valua
tions should be on the basis of “cost or market whichever is lower”?
Answer No. 1: The presentation of a consolidated balance-sheet, and pre
sumably consolidated profit-and-loss and surplus accounts, in addition to
statements of the same nature applicable to the parent corporation and to
the subsidiary, should provide all the essential information.
We understand that legally the profits and losses of a subsidiary should not
be entered periodically in the books of the parent corporation and carried into
the surplus account of the latter except as profits are formally declared by way
of dividends. But circumstances and practical considerations at times may be
such as to justify incorporation in the books of the parent corporation of the
profits and losses of a subsidiary. In the case under consideration the sub
sidiary is in all probability virtually a branch selling organization. That being
so we see no objection to the incorporation of the results of the operations of the
subsidiary in the books of the parent corporation. Thus, in effect, the books of
the parent corporation would be representative of the situation which would
exist if the subsidiary had in fact been operated as a branch. By this procedure
the investment in the capital stock of the subsidiary will become adjusted an
nually to accord with the net worth of the subsidiary as shown by its balancesheet, assuming that the original investment cost corresponds with the net
worth of the subsidiary at the time the investment was made.
When profits and losses of a subsidiary are not incorporated in the accounts
of the parent corporation, except as dividends received, care should be exercised
to assure proper disclosure of results by a footnote to the statements or in other
ways—if, for instance, (a) the circumstances are such that the dividends re
ceived are from subsidiaries operated at a profit sufficient to cover the dividends
whereas other subsidiaries are operated at a loss which might exceed the profit
of the profitable subsidiary, or (b) dividends may have been paid by subsidiaries
in excess of current earnings of such subsidiaries.
Answer No. 2: It is our idea that it is quite proper to continue carrying the
investment in the subsidiary at cost on the books of the parent company and
to transfer neither profit nor loss, except as dividends are received by the parent
company.
As a consolidated balance-sheet is furnished, the true situation is set forth on
that statement. However, in submitting a statement of the parent corporation
without consolidation, we believe that suitable notation should be made show
ing that the investment in the subsidiary company is carried at cost and giving
information as to the actual net worth of the subsidiary—that is to say we
believe reference should be made to the accumulated surplus or deficit.
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